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A 

United States General Accounting Office 
Washington, DC 20648 

June 14,2002 

The Honorable Joseph I. Lieberman 
Chairman, Committee on Governmental Affairs 
United States Senate 

The Honorable Jean Carnahan 
United States Senate 

As requested, we are reporting on the Federal Energy Regulatory 
Commission’s (FERC) efforts to revise its approach to regulating and 
overseeing the nation’s natural gas and electric power industries in light of 
these industries’ evolution from highly regulated monopolies to 
competitive energy markets. This report contains recommendations to the 
Chairman of FERC on developing and implementing an effective 
regulatory and oversight approach for these markets. The report also 
contains a matter for congressional consideration on the need to review 
FERC’s legal authorities to determine whether revisions are warranted in 
view of the change to competitive energy markets. 

As agreed with your offices, unless you publicly announce its contents 
earlier, we plan no further distribution of this report until 30 days from the 
date of this letter. We will then send copies to other appropriate 
congressional committees; the Chairman, FERC; and the Director, Office 
of Management and Budget. We will also make copies available to others 
upon request. In addition, the report will be available at no charge on the 
GAO web site at http://www.gao.gov. 

If you or your staff have any questions concerning this report, please call 
me at (202) 5123841. Key contributors to this report are listed in 
appendix IV. 

Jim Wells 
Director, Natural Resources 
and Environment 
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Executive Summary 

Consumers in various parts of the United States have experienced 
substantial fluctuations in the prices they pay for natural gas and 
electricity as these industries make the transition from regulated 
monopolies to competitive markets. These fluctuations-the most notable 
in California during the summer of 2000-have caused some consumers 
and state officials to question the wisdom of moving to competitive energy 
markets. They have also raised concerns about the ability of the federal 
government to adequately regulate and oversee these new markets. The 
responsibility for ensuring that wholesale prices for natural gas and 
electricity, sold and transported in interstate commerce, are “just and 
reasonable,” generally rests with the Federal Energy Regulatory 
Commission (FERC). 

Purpose 

The Chairman of the Senate Committee on Governmental Affairs and 
Senator Carnahan asked GAO to determine (1) how FERC has revised its 
regulatory and oversight approach in response to the new energy markets 
and (2) what management challenges FERC faces in effectively regulating 
and overseeing these markets. To respond to the request, GAO reviewed 
relevant legislation, regulations, studies, and documents pertaining to 
FERC‘s regulation and oversight of these industries. GAO also interviewed 
a wide range of current and former FERC Chairmen, Commissioners, and 
officials. In addition, GAO surveyed FERC staff in the Office of Markets, 
Tariffs and Rates and related sections of the Office of the General Counsel 
who have primary responsibility for regulating the natural gas and 
electricity industries. About 71 percent, or 271, of these 384 staff 
responded to GAO’s survey. Furthermore, GAO obtained information from 
a wide range of FERC’s stakeholders-including state and industry 
representatives-and other industry experts. For example, GAO surveyed 
the chairmen of the state public utility commissions or boards. Thirty of 
the 49 commissions or boards responded to GAO’s survey. (See ch. 1 for 
GAO’s detailed scope and methodology and app. 11 for a copy of the FERC 
employee survey with the quantitative results.) 

FERC was established in 1977 as a successor to the Federal Power 
Commission. FERC is an independent federal agency of about 1,200 
employees. Five Commissioners, each appointed by the President to a 
&year term, and confiied by the Senate, lead the agency. The President 
designates one of the Commissioners as the Chairman, who is responsible 
for the agency’s administrative operations. In addition to regulating and 
overseeing interstate transportation and wholesale sales of natural gas and 
electricity, FERC regulates transmission of oil by pipelines, licenses 
hydroelectric projects, and approves site choices for interstate pipelines 

Background 
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Executive Summary 

and related facilities. Jurisdiction over other aspects of the natural gas and 
electric industries, such as retail sales, construction of electric power 
plants and transmission lines, and intrastate transportation, belongs to 
state and local governments. 

For nearly a century, the natural gas and electricity industries were 
regulated as natural monopolies and dominated by a relatively few, large 
public utilities that produced, transported, and sold natural gas and 
electricity to the ultimate users.’ This monopoly structure controlled the 
entry, prices, and profits of industry participants. With technological, 
economic, and policy developments over the past 25 years, these 
industries have undergone a transition from this highly regulated 
environment to one that places greater reliance on competition to 
determine entry, prices, and profits. Natural gas was first to make the shift, 
facilitated by passage of the Natural Gas Policy Act of 1978 and 
subsequent FERC orders in 1985 and 1992 that opened pipeline 
transportation to all on equal terms and required pipeline companies to 
completely separate or “unbundle” their transportation, storage, and sales 
services. As a result, natural gas became a commodity bought and sold 
separately from its transportation. 

The electricity industry has experienced similar developments, starting 
about the same time but evolving more slowly than the natural gas 
industry. The Public Utility Regulatory Policies Act in 1978 introduced 
competition by requiring electric utilities to buy electricity produced by 
nonutility, electric power generators. Then in 1992, the Congress passed 
the Energy Policy Act, authorizing FERC to require utilities, on a case-by- 
case basis, to allow competitors to use their transmission lines for 
wholesale sales of electricity. In 1996, FERC ordered that electric 
transmission systems be opened to all qualified wholesale buyers and 
sellers of electric energy. FERC also required utilities to “functionally 
unbundle” their generation and transmission businesses to prevent 
discriminatory practices, such as not allowing competitors equal access to 
transmission lines. One option FERC provided the utilities to help them 
achieve unbundling was to transfer management of their transmission 
lines to an independent system operator that would manage the system 
without any special interests and for all users’ benefit. In 1999, FERC 

A natural monopoly is a company that becomes the only supplier of a product or service 
because the nature of that product or service makes a single supplier more efficient than 
competing ones. 
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Executive Summary 

issued an order asking all utilities to transfer control of their transmission 
lines to regional transmission organizations. FERC is in the process of 
establishing these organizations to cover the continental United States. 

Under the traditional regulatory framework, FERC established individual 
utilities’ terms, conditions, and rates for transportation and wholesale sale 
of natural gas and electricity in interstate commerce. To ensure that the 
rates these utilities charged were just and reasonable, FERC based the 
rates on the utilities’ cost to provide the service plus a fair return on 
investment, which is generally referred to as cost-of-service regulation. 
With the opening of pipelines and transmission lines, other energy 
producers and marketers began to compete with the traditional utilities to 
the point that a complex structure of formal and informal primary and 
secondary energy markets has evolved. As competition has increased, 
FERC has allowed more and more producers and marketers to sell their 
energy at prices determined in the marketplace. 

Results in Brief FERC has not yet adequately revised its regulatory and oversight approach 
to respond to the transition to competitive energy markets. The agency 
recognizes that the change from highly regulated monopolies to 
competitive markets requires it to fundamentally change how it does 
business. However, it has struggled through various strategic planning and 
other efforts to define the specific strategies, processes, and activities that 
it will use to regulate and oversee these markets. Specifically, GAO found 
the following: 

An ambitious, 2-year reengineering effort begun in 1997 was intended to 
position the agency to operate within the new market realities, but the 
effort achieved little more than superficial changes to FERC’s 
organizational structure. 

To date, F’ERC’s initiatives to monitor competitive markets have served 
more to help educate FERC’s staff about the new markets than produce 
effective oversight efforts. For example, the agency’s Market Observation 
Resource room makes a substantial amount of market data available to 
staff in a readily usable format; however, this information has not yet been 
used to initiate an enforcement action or to confirm or refute a problem 
identified elsewhere in the agency. 

FERC‘s difficulties with developing an effective approach for monitoring 
competitive markets are compounded by the need to continue to carry out 
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its traditional cost-of-service regulation as the industry makes the - 
transition to competitive markets. 

FERC is attempting to develop an approach for competitive markets using 
legal authorities that were enacted primarily when the energy industries 
were regulated monopolies. For example, FERC generally does not have 
the authority to levy meaningful civil penalties. While this authority may 
not have been necessary for cost-of-service regulation, it is important if 
FERC is to pose a credible threat and deter anticompetitive behavior or 
violations of market rules by market participants. 

Absent an effective regulatory and oversight approach, FERC lacks 
assurance that today’s energy markets are producing interstate wholesale 
natural gas and electricity prices that are just and reasonable. Although 
many details remain to be decided, FERC’s current thinking is that the 
regional transmission organizations will be required to establish 
independent units to serve as the agency’s frontline monitors for the new 
markets. However, it is likely to be several years before these units will be 
fuUy operational. Therefore, GAO is making recommendations to the 
Chairman, FERC, aimed at improving the interim regulation and oversight 
of these markets until a long-term, comprehensive approach can be 
established. In addition, GAO is suggesting that the Congress may want to 
review and revise FERC’s authorities in the context of competitive market 
structures, such as the need to levy meaningful civil monetary penalties. 

Under any future scenario, FERC must overcome significant human 
capital and organizational structure challenges to effectively regulate and 
oversee the evolving energy marketplace. Although its staff will continue 
to do some cost-of-service regulation, FERC needs more staff 
knowledgeable about competitive energy markets and skilled in regulating 
and overseeing them. FERC is taking steps to transform its workforce so 
that it will be able to successfully regulate in a competitive market 
environment. However, GAO found that FERC 

has had difficulty recruiting such staff, in large part, because it has trouble 
competing with private sector salaries; 

faces the impending retirement of a large portion of its staff-over one- 
quarter of its employees will be eligible to retire by 2005; 

has used recruitment bonuses, retention allowances, tuition 
reimbursement, and flexible work schedules to attract new staff and to 
retain current employees, but it has not taken advantage of the full range 
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of personnel flexibilities and tools available to federal agencies, such as 
special salary rates; and 

has not developed a strategic human capital management plan to assess its 
specific workforce needs and to develop strategies to address them. 

Furthermore, FERC’s current organizational structure diffuses its market 
oversight function, making it more difficult to provide the communication, 
focus, and management attention needed to successfully implement a new 
regulatory and oversight approach. FERC plans to establish an Office of 
Market Oversight and Investigation reporting to the Chairman to provide 
this communication, focus, and management attention, although many 
details are yet to be resolved. GAO is making recommendations to the 
Chairman, FERC, to help address the agency’s serious human capital 
concerns. 

In commenting on a draft of this report, FERC agreed with GAO’s 
conclusions that the agency has not done all that it could to oversee 
energy markets and with the report’s recommendations to improve market 
oversight and to address the human capital challenges faced by FERC. The 
agency also provided technical comments that GAO incorporated as 
appropriate. 

Principal Findings 

FERC Has Not Yet Defined 
and Implemented an 
Effective Rematory and 
Oversight Approach for 
Competitive Energy 
Markets 

As competitive energy markets started to develop in the early 199Os, FERC 
recognized that it would need a new approach to ensure just and 
reasonable energy prices. Its frst strategic plan, which was completed in 
September 1997, confirmed the need for this new approach but did not 
delineate the strategies needed to put such an approach into place. Instead 
FERC, in 1997, launched a 2-year, $20-million project to reengineer itself to 
operate in this competitive-market environment. One of the more 
significant results of this project, which is referred to as FERC First, was 
to combine the agency’s staff responsible for natural gas and electricity 
regulation into a new Office of Markets, Tariffs and Rates. This new office 
was to be responsible for regulating and overseeing competitive energy 
markets. FERC First, however, did not bring about the fundamental 
changes that were anticipated and needed to implement a new regulatory 
approach. For example, 74 percent of the employees responding to GAO’s 
survey believed that FERC First had improved the agency’s ability to 
effectively monitor or regulate energy markets to little or no extent. The 
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agency has subsequently continued to struggle to define the specific 
strategies, processes, and activities that it will use to regulate and oversee 
the emerging energy markets. For example, although FERC made 
improvements to its strategic plan in 2000 and 2001, the plan still lacks 
outcome-oriented goals and objectives and important details on how 
FERC will monitor these markets. The agency has yet to decide what 
market monitoring means in the context of FERC’s responsibility to 
ensure that energy prices are just and reasonable. 

FERC has also tried various efforts to oversee energy markets, including a 
staff investigation in 2000 of the nation’s wholesale electricity markets and 
the development of a Market Observation Resource room that serves as a 
central source of market data that FERC staff can view electronically 
using various software packages. These efforts to date, however, have 
served more as educational opportunities for FERC staff than as effective 
oversight tools. For example, in commenting on the staff investigation of 
wholesale electricity markets, FERC management concluded that the 
investigation made it clear that the agency did not have enough people 
who could analyze market information. Similarly, the major products of 
the Market Observation Resource room have been daily and monthly 
informational newsletters prepared for FERC’s Commissioners and 
managers on energy market events and conditions, such as business news, 
natural gas supply levels, electricity price trends, and power plant outages. 

Moreover, because FERC’s legal authorities for natural gas and electricity 
are mostly derived from laws enacted when the industries comprised 
highly regulated monopolies, FERC has been attempting to develop and 
implement a regulatory and oversight approach for competitive markets, 
with an outdated legislative framework and using authorities that may not 
be adequate for today’s competitive markets. For example, the potential 
for a company to engage in anticompetitive behavior and charge excessive 
prices for electricity is a significant concern when rates are determined by 
the marketplace instead of cost-of-service regulation, especially when the 
markets are still evolving. However, FERC‘s authority to levy civil 
penalties if it identifies this type of behavior is limited, because its 
authority is derived from laws that were enacted in a cost-of-service 
environment. Without a meaningful range of penalties, FERC lacks 
adequate enforcement “bite” to deter anticompetitive behavior or other 
violations of market rules. Such deterrence is an important part of an 
effective oversight approach, especially because FERC will likely not be 
able to review all the transactions in detail to identify such behavior or 
violations. 
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Finally, frequent changes in FERC’s leadership have been another 
contributing factor to FERC’s slow progress in developing and 
implementing a new approach. FERC has had four different Chairs over 
the past 5 years. As the agency’s chief administrator, the Chair sets the 
agenda and priorities. Making fundamental changes in an agency’s 
operations, such as implementing a new regulatory and oversight 
approach, can take a sustained effort over several years. This can be 
difficult to achieve with significant shifts in an agency’s agenda and 
priorities caused by continuous change in its top leadership. 

To address these issues, GAO recommends that the Chairman, FERC, take 
the following actions: 

Update the agency’s strategic plan to include outcome measures that can 
be used to assess how well FERC is doing in achieving its strategic goals 
and objectives for overseeing competitive energy markets. This plan 
should also include specific strategies for achieving the goals and 
objectives that set out explicitly how FERC will work with market 
participants to provide comprehensive oversight of the markets. 

FERC should examine how the bulk power studies and the data sources 
currently available through the Market Observation Resource room can be 
used as effective market monitoring tools in the interim, until a more 
comprehensive approach for overseeing energy markets is developed. 

In addition, GAO is suggesting that the Congress may wish to convene 
public hearings to review FERC’s authorizing legislation and determine, in 
consultation with FERC Commissioners, whether FERC’s authorities need 
to be revised in light of the changing energy markets. The Congress may 
also want to consider providing FERC with the appropriate range of 
authorities to levy civil penalties against market participants that engage in 
anticompetitive behavior and violate market rules. 

~~ ~ 

FERC Faces Sign&ant FERC does not currently have enough staff with the skills and knowledge 
Human Capita-and 
Organizational Structure 

to 
Regulate and Oversee 
Competitive Energy 
Markets 

of competitive energy markets to effectively regulate and oversee these 
industries. FERC‘s employees were mostly recruited and trained for cost- 
of-service regulation, and the agency has not yet conducted the training 
and hiring necessary to adapt its workforce to a competitive market 
environment. FERC has been providing its current staff with increased 
training opportunities to enhance their knowledge of energy markets. For 
example, the Office of Markets, Tariffs and Rates doubled its training 
budget from 2000 to 2001. Despite these efforts, the general feeling among 
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FERC staff responsible for regulating and overseeing energy markets is 
that they still need additional, focused training on how energy markets 
work. Over 80 percent of the staff in the Office of Markets, Tariffs and 
Rates and the related sections of the Office of the General Counsel who 
responded to GAO’s survey said that they needed more training in market 
functions and market structures. 

Moreover, successfully recruiting staff at the mid- and upper-levels who 
already have knowledge and experience with competitive markets is 
critical to FERC’s efforts to quickly adapt its workforce. However, FERC 
has had limited success with hiring these types of employees. According to 
FERC, the salary differentials between government positions and those in 
the private sector have made it difficult for the agency to attract highly 
skilled and knowledgeable professionals away from the private sector. For 
example, FERC has advertised an “Energy Industry Analyst-(Energy 
Trader)” position at the GS15, step 10, level-which currently pays about 
$120,00&three different times with little success in finding a qualified 
candidate. 

In addition, over onequarter of FERC’s employees will be eligible to retire 
by 2005, creating an opportunity for FERC to refocus its workforce 
competencies to those more geared toward regulating and overseeing 
competitive markets. However, this large-scale retirement will also create 
a dearth of institutional knowledge, because FERC will continue to 
perform some traditional cost-of-service regulatory work as the industries 
transition to competitive markets, and for some time it will continue to 
need highly qualified and experienced staff to perform these functions. 

Nonetheless, FERC has not taken full advantage of the personnel 
flexibilities and tools available to federal agencies to help it address 
recruitment and employee retention challenges. Although FERC has used 
recruitment bonuses, retention allowances, tuition reimbursement, and 
alternative work schedules, it has not yet used other available tools, such 
as special pay rates, to help it address its human capital challenges. 

FERC’s efforts to address its human capital issues have also been 
hampered by its lack of a strategic human capital management plan. FERC 
has not yet undertaken a systematic strategic human capital planning 
process to identify the specific staff competencies it needs and develop 
the strategies that it will use to meet these needs. For example, FERC has 
not completed a detailed assessment and plan that will help the agency 
address its potential loss of leadership continuity, institutional knowledge, 
and expertise from the impending retirement of many of its employees. 
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Furthermore, FERC’s market oversight function currently is dispersed 
across various parts of the agency. This organizational structure makes it 
more difficult for this function to receive the priority and attention that is 
needed to bring about fundamental change. FERC’s recently announced 
plans to create a new Office of Market Oversight and Investigation, which 
will focus on analyzing and monitoring energy markets, may address this 
issue. For example, this new office is expected to report directly to the 
Chairman, thereby elevating the attention of the market oversight function 
within the agency. However, many details about the office and how it will 
carry out its responsibilities have not yet been determined. 

To address its serious human capital challenges, GAO is recommending 
that the Chairman, FERC, in the short term, identify and formally assess 
the personnel tools, flexibilities, and strategies available to federal 
agencies to recruit and retain employees. The Chairman should also 
develop an action plan to identify and target additional training and 
development opportunities for current staff involved or potentially 
involved in carrying out FERC’s market oversight functions. 

In the longer term, GAO recommends that the Chairman, FERC, develop a 
comprehensive strategic human capital management plan to guide FERC’s 
efforts to recruit, develop, train, and retain staff knowledgeable in 
regulating competitive markets. The plan should be linked to FERC’s 
strategic and business plans. 

We provided FERC with a draft of this report for review and comment. 
FERC agreed with GAO’s conclusions, noting that its internal restructuring 
to support its new market oversight role has not kept pace with the speed 
of the energy industry’s restructuring. The agency also commented that 
GAO’s recommendations are consistent with its current direction. FERC 
said that its recent aggressive measures to address its key challenges are 
paying off. According to FERC, it has developed preliminary plans on how 
its new Office of Market Oversight and Investigation will work and the 
office will be operational in August 2002. FERC also said that it has 
recently made significant progress in hiring new employees and will 
explore all of the hiring flexibility available to it as it focuses on the skill 
sets needed for market oversight and investigation. FERC further said that 
it is reviewing existing budget allocations across the agency for additional 
resources and working to craft more focused training programs to build its 
staff‘s technical and leadership capabilities. FERC also agreed that its 
ability to develop, regulate, and oversee competitive energy markets could 
be enhanced with additional statutory authority, particularly for assessing 

Agency Comments 
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civil penalties, and with guidance from the Congress on the agency’s 
appropriate role in these markets. 

FERC’s written comments are presented in appendix III. The comments 
contain an attachment summarizing the agency’s current efforts to address 
issues of energy market oversight and human capital, and the need for 
additional legislative authority. FERC also provided a draft of the mission 
and function statement and organizational design for its new Office of 
Market Oversight and Investigation, and a list of the services and products 
the office is to provide. In addition, FERC provided us with some technical 
changes, which we incorporated into the report as appropriate. 
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Chapter 1: Introduction 

~ 

Consumers in various parts of the United States have recently experienced 
large fluctuations in energy prices as the natural gas and electric power 
industries undergo a major restructuring from regulated monopolies to 
competitive markets. The price spikes and supply disruptions that 
occurred in California and other parts of the West during 2000 and into 
2001 are examples of the complications that have arisen for these 
industries and government regulatory agencies during this shift from 
regulated prices based on utilities’ cost of providing service to market- 
based prices. The Federal Energy Regulatory Commission (FERC) has 
both prompted and reacted to the fundamental changes that the energy 
industries are undergoing. Established to regulate energy monopolies, 
FERC first encouraged the restructuring of the natural gas industry and 
today is doing the same for electricity. The price spikes in California and 
elsewhere have fueled debate about the wisdom of restructuring these 
industries and have drawn wider attention than ever before to FERC and 
its ability to carry out its legislative responsibilities for ensuring that 
natural gas and electricity prices are just and reasonable. In response to 
these concerns, the Congress is currently debating comprehensive energy 
legislation. 

FERC 
Federal Agency 

Overseeing the 

Electricity Industries 

the principal The natural gas and electricity industries perform three primary functions 
in delivering energy to consumers: (1) producing the basic energy 
commodity, (2) transporting the commodity through pipelines or over 
power lines, and (3) distributing the commodity to the final consumer. A 
range of federal, state, and local entities regulate different aspects of these 
functions. While generation siting, intrastate transportation, and retail 
sales are generally regulated by state or local entities, wholesale sales and 
interstate transportation generally fall under federal regulation, primarily 
by FERC. Under federal law, FERC is responsible for regulating the terms, 
conditions, and rates for the interstate transportation and sale for resale of 
natural gas and electricity. FERC is charged with ensuring that the terms, 
conditions, and rates are just and reasonable. 

Regulating and 

Natural Gas and 

FERC was established in 1977 as a successor to the Federal Power 
Commission and is an independent regulatory agency. In addition to 
regulating and overseeing the interstate transmission and interstate 
wholesale sales of natural gas and electricity, FERC regulates the 
interstate transmission of oil by pipeline; licenses and inspects private, 
municipal, and state hydroelectric projects; and approves site choices as 
well as decisions to abandon interstate pipelines and related facilities no 
longer in use. 
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FERC’s Resources and 
Organizational Structure 

FERC’s estimated budget for fLscal year 2002 is about $192 million and 
provides funding for 1,200 staff years.’ For fiscal year 2003, FERC has 
requested a budget of about $200 million and 1,250 staff years. While FERC 
has requested an increase for FLscal year 2003, its staffing levels have 
generally decreased over the last decade. For example, the 1,250 staff 
years requested for next fiscal year are 238 fewer than FERC had in fiscal 
year 1993 (see fig. 1). According to FERC managers, these staff reductions 
have occurred while the agency’s workload has increased in both volume 
and complexity. Although the Congress sets FERC’s budget, FERC 
recovers the full cost of operations through annual charges and filing fees 
assessed on the industries it regulates. 

Figure 1 : FERC Staff Years, 1993-2003 

Number 01 full-time employees 

1,350 

,434 

m 
IQS4 

1,374 

Note: 1993-2001 staff years are actual figures. The 2002 and 2003 figures are estimates based on 
the budget requests for those years. 

Source: GAOs analysis of FERC budget data. 

Five Commissioners, each appointed to a 5-year term by the President, and 
confirmed by the Senate, lead FERC. The President designates one of the 
five Commissioners as the Chair, who also serves as the administrative 
head of the agency and directs its staff. FERC’s staff are currently 

Staff resources are measured in this report in tenns of full-timeequivalent staff years. 
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organized around the agency’s two major program or responsibility 
areas-energy markets and energy projects-with their supporting 
administrative and management functions. About 35 percent of FERC’s 
staff focus on energy markets. These staff are predominantly located in the 
Office of Markets, Tariffs and Rates (OMTR) and the Office of the General 
Counsel. OMTR was created in 1998 to integrate the agency’s regulation of 
the electric, natural gas, and oil pipeline industries. It plays a lead role in 
monitoring, promoting, and maintaining competitive natural gas and 
electricity markets, while regulating and overseeing the terms and 
conditions for energy transactions that continue to be regulated on the 
traditional cost-of-service basis. The Office of the General Counsel 
provides legal services and is responsible for the legal phases of the 
Commission’s activities. 

Forty percent of FERC’s staff focus on energy projects, an area that 
includes the physical infrastructure of pipelines, dams, and related 
facilities. These staff are primarily located in the Office of the General 
Counsel and the Office of Energy Projects. The Office of Energy Projects 
authorizes nonfederal hydroelectric projects and ensures that dams under 
its jurisdiction are properly constructed, operated, and maintained. This 
office also certifies the construction and operation of natural gas pipelines 
and approves the abandonment of pipelines no longer being used. In 
addition, the office reviews hydropower and natural gas projects to ensure 
their compliance with environmental laws. 

The remaining 25 percent of FERC’s staff are located mostly in 
administrative and management support offices. These offices are 
responsible for the agency’s planning, budgeting, human capital, 
information technology, financial management, and related processes. 
(See fig. 2.) 
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Figure 2: FERC’s Organization 
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FERC’s Legislative 
Authorities for Natural Gas 

Natural gas companies were initially locally franchised monopolies, many 
of which manufactured natural gas locally from cod. With the discovery of 
large natural gas reserves in the Southwest in the early 19OOs, large 
interstate pipeline companies soon became a major sector of the natural 
gas industry, which nonetheless retained strong features of a natural 
monopoly.’ In 1938, the Congress passed the Natural Gas Act, which gave 
the Federal Power Commission (and now FERC) jurisdiction over 
interstate transportation and sales for resale of natural gas. The act also 
gave the agency jurisdiction over new construction and abandonment of 
natural gas pipelines and related facilities. 

Regulation 

Under this regulatory scheme, producers located natural gas reserves, 
drilled wells, gathered the gas, and put it in marketable condition for sale 
to interstate pipeline companies. After purchasing the natural gas, pipeline 
companies generally transported and sold the gas to local distribution 
companies for fmal sale and distribution to the ultimate consumers, such 
as homeowners. The interstate pipeline companies also sold some natural 
gas directly to consumers. FERC regulated the pipeline companies’ terms, 
conditions, and rates for interstate transportation and sale for resale of the 
natural gas to ensure that they were just and reasonable. State and local 

A natural monopoly is a company that becomes the only supplier of a product or service 
because the nature of that product or service makes a single supplier more efficient than 
competing ones. 
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authorities generally set the transportation rates that the local distribution 
companies charged consumers. FERC and the state and local governments 
generally set rates on the basis of the companies’ cost of providing these 
services, plus a reasonable rate of return on their investment. 

A 1954 Supreme Court decision interpreted the Natural Gas Act as also 
requiring the Federal Power Commission to regulate the prices that 
producers charged to pipeline companies in the production area 
(wellhead) for the natural gas sold in interstate commerce? However, 
comprehensive regulation of natural gas wellhead prices proved a failure. 
By the mid-l97Os, severe gas shortages occurred as a result of artificially 
low prices. During cold winters, such as 1976-77, these shortages 
translated into delivery curtailments for many customers in the northern 
United States. Responding to these supply problems, the Congress passed 
the Natural Gas Policy Act of 1978 to begin the phased deregulation of 
wellhead prices. For the phase-out period, the act established a pricing 
scheme that encouraged increased natural gas production. Producer price 
deregulation was completed with the Natural Gas Wellhead Decontrol Act 
of 1989, which mandated that federal controls over natural gas producer 
prices end by 1993, when prices would be freely set in the marketplace. 

In response to the Natural Gas Policy Act of 1978, FERC reduced 
regulation of natural gas supplies transported between intrastate and 
interstate pipeline systems. According to FERC, this breaking down of 
barriers between the intrastate and interstate markets accelerated a 
fundamental change in the natural gas industry, leading to marketing 
natural gas as a commodity distinct from its transportation. Additional 
changes have occurred in the restructured natural gas marketplace as a 
result of FERC regulatory action and other developments that are 
discussed later in this chapter. 

~ ~ ~~ ~ ~ 

FERC’S Legislative 
Authorities for Electricity 

The Public Utility Holding Company Act of 1935 (PUHCA) and the Federal 
Power Act of 1935 established the basic framework for electric utility 
regulation for over 40 years.* PUHCA was enacted to eliminate unfair 
practices by large interstate electricity and natural gas holding companies, 
which evolved and dominated the industry in the 1910s and 1920s, by 
requiring federal control and regulation of these companies. In 1935, the 

Regulation 

Phillips Petroleum v. Wisconsin, 347 US.  672 (1954). 

PUHCA and the Federal Power Act were enacted as part of the Public Utility Act of 1935. 
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Federal Power Act created the Federal Power Commission, FERC’s 
predecessor, and charged it with overseeing the rates, terms, and 
conditions of wholesale sales and transmission of electric energy in 
interstate commerce by public utilities. 

This basic legislative framework for electricity went largely unchanged 
until 1978 when, primarily in response to the oil embargoes and higher 
energy prices of that time, the Congress passed laws to encourage the 
development of alternative sources of power and energy efficiency. The 
Public Utility Regulatory Policies Act of 1978 (PURPA) was enacted, in 
part, to augment electric utility generation with more efficiently produced 
electricity and conserve natural gas. The act required all utilities to buy 
electricity produced by nonutility power production facilities, known as 
“qualifying facilities.’’ To facilitate entry of these entities into the electric 
generating market, the Congress exempted them from most regulation 
under the Federal Power Act and PUHCA, but they had to meet specific 
ownership and operating requirements6 More significantly, by opening 
wholesale power markets to nonutility producers of electricity, PURPA 
laid the groundwork for increased competition and a shift in the way that 
wholesale electricity rates were set. Before implementation of PURPA, 
wholesale interstate electricity prices were set by FERC on the basis of the 
seller’s costs to generate and transmit the power-known as cost-of- 
service pricing. Subsequently, under PURPA, states set rates, pursuant to 
general regulations enacted by FERC, for nonutility qualifying facilities 
(QF) based on the buyer’s “avoided” cost.‘ PURPA allowed these facilities 
to sell at avoided cost rates because, unlike the utilities, these QFs did not 
have a large enough market presence to be able to unduly influence prices. 

Electricity regulation was significantly changed again with the passage of 
the Energy Policy Act of 1992 (EPACT). EPACT created a new category of 
power sellers called exempt wholesale generators (EWG) that are exempt 

‘ Qualifying facilities fit into one of two categories: (1) cogenerator qualifying facilities, in 
which electric energy and another form of energy, such as heat or steam, are produced 
sequentially using the same fuel source and (2) small power producer qualifying facilities, 
in which at least 75 percent of energy source inputs are from renewable resources. Both 
cogenerating and small power producing qualifying facilities cannot have more than 50 
percent of their equity interest held by an electric utility. 

‘ Avoided costs are the energy and facilities costs that would have been incurred by the 
purchasing utility if that utility had to provide its own generating capacity. According to 
FERC, while it certifies and provides general avoided cost QF regulations, states set the QF 
rates that are often above market rates. 
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from FERC regulation under PUHCA. In addition, EPACT authorized 
FERC to require utilities, on a case-by-case basis, to allow competitors to 
use their transmission lines to sell wholesale electricity, setting the stage 
for the open-access transmission that exists today. Unlike QFs, these 
EWGs did not have to meet the same operating requirements, such as 
having to meet cogeneration and renewable fuel limitations. In addition, 
utilities are not required to purchase power from EWGs, as they are with 
QFs. By making it easier for nonutility generators to enter the wholesale 
market for electricity, PUHCA not only expanded competition but also 
facilitated the shift in how electricity prices were set, since utilities could 
purchase electricity from EWGs at market-based rates, traditional cost-of- 
service prices, or a combination of both. 

For the electric power industry, FERC does not have legislative authority 
over electricity generation, construction of transmission Lines, intrastate 
transmission, or retail sales, all of which fall under state or local 
jurisdiction. FERC also has no direct authority over system reliability- 
that is, ensuring that consumers can obtain electricity from the system 
when, and in the amount, they want. This reliability has largely been the 
responsibility of electric utilities, and, since its creation in 1965, of the 
North American Electric Reliability Council and member organizations. 
Currently, an estimated 30 voluntary utility groups are working to improve 
reliability. Adherence to the standards established by these groups is 
largely voluntary and therefore subject to the willingness of the utilities to 
comply. 

Furthermore, FERC’s jurisdiction extends primarily to investor-owned 
utilities. FERC does not have jurisdiction over federally owned utilities,7 
publicly owned utilities, or most cooperatively owned utilities? These 

Although the commission has jurisdiction under sections 211 and 212 of the Federal 
Power Act to order federally owned utilities to provide transmission in certain 
circumstances, this jurisdiction is limited. The commission also has limited authority to 
approve the Bonneville Power Administration’s power and transmission rates and, by 
delegation from the Secretary of Energy, to review the rates charged by other power 
marketing administrations. 

Administration, Western Area Power Administration, Southwestern Power Administration, 
Southeastern Power Administration, US. Army Corps of Engineers, US. Bureau of 
Reclamation, US .  Bureau of Indian Affairs, and the International Water and Boundary 
Commission. Publicly owned utilities include municipal authorities, state authorities, 
public power districts, and irrigation districts. Cooperatively owned utilities are formed 
and owned by groups of residents, often in rural areas, and provide service mostly to 
members. 

There are nine federal electric utilities: Tennessee Valley Authority, Bonneville Power 
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nonjurisdictional utilities own 27 percent of the U.S. electric transmission 
system (see fig. 3). 

Figure 3: Transmission Ownership in the United States 

6% Cooperative utilities 7 
8% Publicly owned utilities 

Federally owned utilities 

I Investor-owned utilities 

Source: Energy Information Administration, The Changing Structure of the Electric Power lndustry 
2OW: An Update, DOE/EIA-0562(00) (Washington, D.C.: October 2000). 

For almost a century, the energy industries were regulated as natural 
monopolies and the entry, prices, and profits of industry participants were 
controlled. However, during the last 25 years, because of technological 
and economic developments, these industries, along with other regulated 
industries such as telecommunications, airlines, and banking, have come 
under pressure to restructure and move toward greater reliance on 
competition rather than regulation. A key expectation for restructuring 
these industries from a regulated environment to competition-based 
markets was that it would result in improved efficiencies that, in turn, 
would lead to lower costs and ultimately lower prices for consumers. 
About two decades ago, the natural gas industry began restructuring. 
Currently, the focus is on the electricity industry. 

The Nation’s Natural 

Industries Are 
Gas and Electricity 

Evolving 
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The Natural Gas Industry 
Has Substantially 

The U.S. natural gas industry has evolved from a collection of regulated 
monopolies to a national system of producers; pipeline, storage, and local 
distribution companies; marketers; and consumers. In the past 
two decades since the Congress passed the Natural Gas Policy Act of 1978 
to deregulate federal controls over wellhead prices, FERC has issued 
orders to encourage further competition in the industry. The result of 
these orders is that the natural gas industry’s restructuring is several years 
ahead of that of the electricity industry. 

Restructured 

FERC issued a series of orders during the 1980s and early 1990s to address 
what it believed was the biggest obstacle to competitive natural gas 
markets: the inability of natural gas users to gain access through the 
pipeline systems to competitive natural gas suppliers. These orders the 
most notable of which were Orders 436 and 636-opened pipeline 
transportation to natural gas producers, suppliers, and users on equal 
terms and eventually resulted in interstate pipeline companies 
relinquishing their traditional merchant function. FERC issued Order 436 
in 1985 to institute open-access, nondiscriminatory pipeline 
transportation. As a result, natural gas users could buy directly from 
natural gas merchants in the production area and ship that gas via the 
interstate pipelines. The pipeline companies could still make bundled sales 
of the natural gas and its transportation and storage to local distribution 
companies. Order 636, which was issued in 1992, required the pipeline 
companies to completely separate or ”unbundle” their transportation, 
storage, and sales services. As a result, natural gas as a commodity was 
decoupled from gas transportation. Pipeline companies were required to 
treat other parties wishing to use the pipeline to transport natural gas the 
same as they would their own affiliated sales services, if they continued to 
have any. Order 636 also allowed shippers to release to other shippers 
unneeded pipeline transportation capacity, on either a temporary or a 
permanent basis, leading to the creation of a secondary capacity market 
designed to compete with the primary pipeline market. 

As a result of this restructuring, producers sell natural gas to a variety of 
consumers, as well as to brokerskraders and resellers of natural gas. With 
the removal of federal price controls, producers’ prices are determined in 
the marketplace. In addition, natural gas that is ultimately sold to 
consumers moves via the pipelines under a variety of contractual 
arrangements. Natural gas may be sold under contract or on the spot 
market, where an owner auctions a package of natural gas at a specific 
location for the price prevailing at that time and place. Buyers and sellers 
arrange for pipeline capacity to transport their natural gas to market. The 
purchaser pays the pipeline company for transportation and may also 
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contract for ancillary services, such as storage, en route. In some 
transactions, pipeline companies deliver natural gas to customers located 
directly along the pipeline right-of-way or near enough to a customer- 
owned pipeline. In other cases, natural gas is delivered to a local 
distribution company from the pipeline drop-off point, often referred to as 
the “city gate.” The local distribution company operates an intrastate 
utility regulated by the state public utility commission that delivers natural 
gas from the city gate to residential, commercial, and industrial users 
along its route. For residential users, the local distribution company 
usually purchases the natural gas for resale to them. For commercial and 
industrial users, the local distribution company is usually delivering 
natural gas that the users have purchased directly from producers. 
However, generally speaking, commercial and industrial customers may 
also choose to buy natural gas from the local distribution company. 

For competitive markets, the wholesale price of natural gas sold in 
interstate commerce is generally determined by the marketplace, subject 
to FERC’s review to ensure that the rates are just and reasonable. For 
pipelines without competition, FERC sets the rates using the traditional 
cost-of-service regulatory format. 

Natural gas pricing is becoming increasingly complex. One outgrowth of 
FERC’s orders was the creation of new market centers to provide central 
pipeline interconnections where individuals and companies could come 
together to buy and sell natural gas. Today, natural gas prices are set at 
dozens of distribution “hubs” and at 16 city gates. For example, spot- 
market prices are set for the Henry Hub, a distribution center for natural 
gas, in Louisiana. In 1990, futures contracts for natural gas delivered at the 
Henry Hub were first traded on the New York Mercantile Exchange 
(NYMEX).’ Since then, NYMEX has created contracts for swapping natural 
gas at other hubs with gas priced at the Henry Hub. Options contracts are 

A futures contract is a risk management tool used in agricultural, metal, and energy 
commodities markets designed to manage the risk of price changes. 
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traded on the price spread of Henry Hub gas between different delivery 
dates." 

Another development is the natural gas industry's increasing convergence 
with the electricity industry. As restructuring of the electricity industry 
takes place and natural gas has become a major fuel for generating 
electricity, electric power producers are buying interests in natural gas 
reserves and/or pipelines as a way to ensure gas supplies for electricity 
generation. In addition, natural gas producers, pipeline companies, and 
marketers are also buying interests in the electricity industry, such as in 
electric power generating plants. The growing complexity and intertwining 
of these industries further complicates the regulation and oversight of 
these markets. 

The Electricity Industry Is 
Changing Significantly 

When the Federal Power Act was enacted in 1935, the fundamental 
structure of the electricity industry was based on "vertically integrated" 
electric utilities, which were single entities that owned generation, 
transmission, and distribution facilities and sold electricity as part of a 
"bundled" service to wholesale and retail customers within their 
geographic area. Most electric utilities built their own power plants and 
transmission systems, entering into interconnection arrangements with 
neighboring utilities. Because the utilities operated as monopolies, 
wholesale and retail electricity pricing was regulated. Rates were derived 
from a utility's costs plus a fair rate of return on the utility's investment. 

As previously described, this industry arrangement of tightly regulated, 
vertically integrated monopolies and cost-of-service pricing continued 
relatively unaffected until the late 1970s when the enactment of PURPA 
began the transition to a more competitive format in which generators of 
electricity compete for customers and prices are established by the 
market. In the 1970s, rapid price increases in some parts of the country 
and significant technological changes in power generation led the 
Congress to pass PURPA, which requires utilities to purchase power from 

Options contracts are unilateral contracts that give buyers and sellers the right to buy or 
sell a specified quantity of a commodity at a specific price within a specified period of time, 
regardless of the market price of that commodity. On publicly regulated exchanges such as 
NYMEX, buyers and sellers are revealed once the transaction is complete. This is different 
from sales made in nonregulated forums, such as "over-the-counter" or in Internet markets, 
where the parties are known only to one another or to Internet-service subscribers and the 
market's operators. These over-thecounter prices (but not the buyers and sellers) are 
aggregated and reported the next day in the energy trade press. 

10 
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qualifying facilities and to sell them backup power. As nontraditional 
power producers, such as qualifying facilities, began to compete in 
electricity markets, FERC encouraged these new entities by authorizing 
market-based rates for their electric power sales on a case-by-case basis. 

The Energy Policy Act of 1992 authorized FERC to require utilities, on a 
case-by-case basis, to provide other wholesale buyers and sellers access to 
their transmission lines and created exempt wholesale generators to 
further compete with the utilities. FERC began to require utilities to open 
access to their transmission lines as a condition of approving utility 
mergers or market-based rates for their power sales. Since the late 1980s, 
FERC has approved more than 850 applications to sell power 
competitively in wholesale markets. 

In April 1996, FERC issued Orders 888 and 889, opening the transmission 
systems of public utilities to all qualified wholesale buyers and sellers of 
electricity. Commonly known as the “open access rule,” Order 888 
required that transmission line owners offer other transmission users 
point-to-point and network transmission services under comparable terms 
and conditions that they provide for themselves. The vertically integrated 
nature of utilities in the past had not allowed independent power suppliers 
equal access to transmission systems. By limiting the extent to which 
independent power suppliers could provide service to electricity 
customers, growth of competitive power generation markets had been 
hindered. Order 888 also required that utilities “functionally unbundle” 
their generation and transmission businesses to prevent favoritism and 
discriminatory practices in providing transmission services, such as not 
allowing competitors equal access to transmission lines. This was 
accomplished by requiting utilities to separate their transmission service 
functions from other business activities. Order 888 also encouraged 
utilities to form independent system operators (ISO),” to which they could 
transfer operating control (but not ownership) of their transmission 
facilities. This could be one solution to the unbundling requirement 

An IS0 i s  an entity encouraged by FERC to manage the transmission system as the I1 

electric industry in the United States is restructured. An IS0 is to control the power system 
or grid without special interest, and is to own no generation, transmission or load. 
Therefore, the IS0 is intended to run the system fairly, for the benefit of all  market 
participants. 
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contained in the order. Since Order 888 was issued, six ISOs have been 
formed and are now operating." 

To effectively ensure nondiscriminatory access to the transmission 
system, up-to-date information about transmission must be unrestricted 
and public to all transmission users. To meet this need, FERC issued Order 
889 requiring all investor-owned utilities to participate in the Open Access 
Same-Time Information System (OASIS). OASIS is an interactive Internet- 
based database containing information on available transmission capacity, 
capacity reservations, and transmission prices. By providing timely access 
to all qualified users regarding transmission market information, the goal 
of OASIS was to facilitate the functioning of competitive electricity 
markets. 

In December 1999, FERC issued Order 2000, which asked all transmission- 
owning utilities, including nonpublic utilities, to voluntarily place their 
transmission facilities under the control of an appropriate regional 
transmission organization (RTO). ISOs created under Order 888 would be 
supplanted by larger RTOs covering the entire nation. FERC's thinking 
underlying RTOs is that the nation's transmission systems should be 
brought under regional control in order to eliminate the remaining 
discriminatory practices in use, better meet the increasing demands placed 
on the transmission system, improve management of system congestion 
and reliability, and achieve fully competitive wholesale power markets. 
Order 2000 does not specifically require RTO participation; however, if a 
utility opts not to join an RTO, it is required to prove why doing so would 
harm it, 

Since issuing Order 2000, FERC has taken a more aggressive stance on 
developing RTOs. For example, on July 12,2001, FERC issued several 
orders requiring utilities to enter into discussions to form four large RTOs 
covering the continental United States. FERC subsequently issued an 
order on November 7,2001, that reiterated FERC's goals and process for 

l2 These ISOs are California ISO; IS0 New England; Midwest ISO; New York ISO; 
Pennsylvania, New Jersey, Maryland (PJM) ISO; and Electric Reliability Council of Texas 
(ERCOT) ISO. FERC approved the Midwest IS0 as the f i t  regional transmission 
organization in December 2001. ERCOT established an IS0 in 1996 to satisfy the 
requirements of the Public Utility Commission of Texas for deregulating the wholesale 
electricity market in the state. The wholesale market in the ERCOT region is basically 
isolated from other U.S. markets because its power grid or transmission system has only 
minor connections to other U.S. transmission systems. FERC has limited jurisdiction over 
the region because the ERCOT market is essentially intrastate. 
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creating RTOs. FERC approved the formation of the first RTO-to include 
the Midwest ISO-on December 20,2001. This RTO will operate in some 
20 states, stretching from New Mexico to the Canadian province of 
Manitoba. FERC also encouraged another group, the Alliance Companies, 
to explore joining the Midwest RTO, potentially expanding its scope even 
further. To address state and industry concerns regarding the merits of 
forming RTOs, FERC commissioned a study to examine their potential 
economic costs and benefits. This study, released on February 26,2002, 
found that substantial economic benefits, from $1 billion to $10 billion per 
year, could result from instituting RTOs. However, the study found only 
minor differences in savings between larger and smaller RTOs. 

FERC is also developing a notice of proposed rulemaking to provide a 
standardized market design for all electric transmission providers. In 
October 2001, FERC held workshops to discuss core issues related to RTO 
development, including market monitoring, reliability standards, and 
market design and structure. FERC subsequently held technical 
conferences relating to market design for wholesale electric power 
markets, as well as how responsibility for performing wholesale market 
functions would be allocated within an RTO region. 

With the restructuring that has taken place and FERC’s approval of 
market-based rates for electricity sales, the industry has experienced a 
significant change in the way power is sold across state lines. Four ISOs- 
California; Pennsylvania, New Jersey, Maryland; New York; and New 
England-are currently operating centralized power markets where 
electricity suppliers submit bids to sell power in regional markets. In these 
markets, the IS0 evaluates the bids and selects the most economical bid to 
meet energy demand in the region. Another recent development outside of 
these markets is electricity trading hubs. A hub is a location on the power 
grid representing a delivery point where power is sold and ownership 
changes hands. Although each control area on the power grid could 
become a trading hub, only a few hubs account for the bulk of power 
trading. Development of electricity futures contracts at NYMEX and the 
Chicago Board of Trade has contributed to the emergence of these hubs. 
(See fig. 4 for these major hubs and centralized power markets.) 
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Figure 4: Major Wholesale Electricity Trading Hubs and Centralized Power Markets 
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Centralized power market. Unlike trading hubs, Centralized power 
markets cover an entire region, and are not restricted to one lacation. 

Note: Power trading also occurs at locations not indicated on the map. NYMEX has established 
electricity futures contracts for the Cinergy, COB, Entergy, Palo Verde, and PJM trading hubs. The 
Chicago Board of Trade has established electricity futures contracts for the ComEd and N A  trading 
hubs. 

Source: Energy Information Administration, The Changing Structure of the Electric Power lndustry 
20W: An Update, DOE/EIA-0562(00) (Washington, D.C.: October 2000). 

Finally, development of Internet-based trading systems, such as 
EnronOnline, Dynegydirect, and Intercontinental Exchange, has further 
changed the way in which electric power is sold. These systems provide a 
platform for both physical energy (electricity and natural gas products) 
and energy derivatives to be bought and ~0ld . l~  

Table 1 describes the major events and milestones that have occurred 
during the restructuring of the natural gas and electricity industries. 

Derivatives are financial instruments based on the value of one or more underlying 13 

stocks, bonds, commodities, or other items, such as contracts for future natural gas sale or 
distribution. Derivatives involve the trading of rights or obligations based on the underlying 
product but do not directly transfer property. 
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Table 1: Major Events and Milestones in Restructuring the Natural Gas and Electricity industries 

Event Natural gas industry Electric industry 
Early steps toward competition Some large consumers in the interstate Utilities file FERC rates with “up to” cost 

market started purchasing gas and pipeline based formulas-early 1980s. 
transportation separately-mid 1 970s. Public Utility Regulatory Policies Act 

mandates purchases from qualifying 
facilities-I 978. 
PURPA exempted qualifying facilities from 
cost-of-service regulation. 
FERC recognizes competitive bidding for 

Exceptions to cost-of-services rates Natural Gas Policy Act gradually removes 
some natural gas price ceilings-1 978. 

new capacG-I 988. ‘ 

FERC initiates transmission access 
conditions for market-priced power sales- 

- 

Transmission access proposed to dampen FERC encourages pipelines to provide 
anticompetitive behavior and encourage open-access transportation-I 985. 
competition 

Standards to mitigate monopoly control in 
transmission announced 

Access to information to support market 
functions 
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1990. 
Energy Policy Act authorizes FERC to 
order transmission access to encourage 
competition-I 992. 
Orders 888 and 889 issued in 1996: 

Nondiscriminatory, comparable open 
access required. 
Functional unbundling generation and 
transmission businesses. 
Investor-owned utilities required to 
participate in OASIS. 

Order 2000 issued in 1999: 
Transmission owning utilities 
encouraged to place transmission 
facilities under the control of RTO. 

Market-based pricing includes 
requirements for electronic bulletin 
boards-I 992. 
Energy Policy Act requires public capacity 
reporting-I 992. 
FERC orders OASIS-I 996. 
Company consolidation starts-late 1980s. 
Spot and forward markets still largely 
restricted to utilities-I 995. 
Neither transportation nor product prices 
are transparent yet-I 995. 
Development of a futures market hindered 
by a lack of a standardized spot market for 
benchmarking. New entrants are trying to 
find/produce niches. Innovators hope to 
combine gas and electric market 
instruments for added value-1 995. 

Market characteristics evdve 

Order 636 issued in 1992: 
Comparable transmission and storage 
open-access required. 
Functional unbundling of product and 
transportation sales required. 
Pipeline companies allowed to make 
market-priced gas sales through 
affiliates. 
Firm transportation customers get 
flexible receipt and delivery points. 

Trade press publishes spot gas prices- 
1989. 
FERC mandates individual pipeline 
electronic bulletin boards-I 992. 
FERC mandates standardized Internet 
communication protocol-I 997. 
Company consolidation starts-mid 1980s. 
Product markets active; prices 
transparent-I 987. 
Gas marketing evolves as an unregulated 
industry-1 987. 
NYMEX futures contract for Henry Hub 
gas-1 990. 
Robust market centerdhubs for physical 
trade-I 993. 
Futures markets mature with large 
consumer access to transportation 
available in most states-1994. 
Internet tradina of aas and transmission 

Source: Adapted by GAO from Energy Information Administration, Restructuring Energy lndustries: 
Lessons from Natural Gas, Natural Gas Monthly (Washington, D.C.: May 1997). 
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The Chairman of the Senate Committee on Governmental Affairs and 
Senator Cmahan asked us to determine how FERC has revised its 
approach to regulating and overseeing the natural gas and electricity 
industries in response to the transition to more competitive markets and 
idenm the major management challenges that FERC faces to effectively 
regulate and oversee these competitive markets. 

Objectives, Scope, 
and Methodology 

To address both these objectives, we reviewed pertinent documents and 
obtained information and views from a wide range of FERC officials and 
stakeholder representatives. We obtained information and views from 
FERC and stakeholder representatives through a variety of means, 
including interviews and surveys. We interviewed the Chairman of FERC 
and the other current Commissioners, as well as three former 
CommissionerdChairs who served at FERC within the past 5 years. In 
OMTR, we interviewed all the managers at the division head level and 
above, including the director and deputy director of the office. We also 
interviewed the group managers of the office’s Divisions of Market 
Development and Market Information. For the Office of the General 
Counsel, we interviewed the general counsel, deputy general counsel, and 
the lead counsels for the Market Oversight and Enforcement section and 
the Markets, Tariffs, and Rates section. The two sections directed by these 
lead councils advise OMTR and the Commissioners on regulation of the 
natural gas and electric industries. In addition, we interviewed the team 
leaders and various members of the joint OMTR and Office of the General 
Counsel teams that FERC formed in 2000 to review the nation’s wholesale 
electricity (bulk power) markets. Furthermore, we interviewed the deputy 
director for FERC’s Office of Strategy and Organizational Management and 
the agency’s director for human resources management. 

In addition to our interviews, we conducted a survey of the staff in OMTR, 
and staff in the Office of the General Counsel’s sections for Markets, 
Tariffs, and Rates and Market Oversight and Enforcement, up to and 
including those at the division or section director level. The survey was 
conducted using a self-administered electronic questionnaire posted on 
the World Wide Web. We sent e-mail notifications to 384 FERC staff 
beginning on December 14,2001. We then sent each employee who was 
surveyed a unique password by e-mail to ensure that only members of the 
target population could participate in our survey. We closed the survey on 
February 8,2002, having received a total of 271 responses, for an overall 
response rate of 71 percent. A copy of this survey with the quantitative 
results can be found in appendix 11. 
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The practical difficulties of conducting surveys may introduce errors into 
the results. Although we administered our survey to a l l  known members of 
the population of employees, and thus our results are not subject to 
sampling error, nonresponse to the entire survey or individual questions 
can introduce a similar type of variability or bias into our results-to the 
extent that those not responding differ from those who do respond in how 
they would have answered our survey questions. We took steps in the 
design, data collection, and analysis phases of our survey to minimize 
population coverage, measurement, and data-processing errors, such as 
checking our population lists against known totals of employees, 
pretesting and expert review of questionnaire questions, and follow-up 
with those not reachable at original addresses or otherwise not 
immediately responding. 

We also spoke with representatives of a wide range of FERC stakeholders, 
including the National Energy Marketers Association, the National 
Association of Regulatory Utility Commissioners, the Electric Power 
Supply Association, and the American Public Gas Association. In addition, 
we interviewed representatives, primarily from the market monitoring 
units, of the New York ISO, IS0 New England, the California ISO, and PJM 
ISO. We did not interview representatives of the Midwest IS0 because it 
had just begun operations toward the end of our review. Furthermore, we 
visited three major energy trading companies to discuss the information 
they use in making energy trades. 

We also surveyed the chairs of the state regulatory commissions or boards 
from 48 states and the District of Columbia via e-mail to ask them for 
comments, from their states’ perspective, on FERC’s regulation and 
oversight of the natural gas and electricity industrie~.’~ The initial e-mail 
was sent on November 15,2001, with a follow-up reminder sent on 
December 10,2001. The final deadline for submissions was December 21, 
2001. We received responses from 30 of the 49 state commissions or 
boards surveyed. 

In addition, we reviewed laws and regulations pertaining to FERC’s 
responsibilities for regulating and overseeing the natural gas and 
electricity industries. We reviewed pertinent FERC documents, including 
annual reports; budget requests; strategic and annual performance plans; 

We did not survey Hawaii, where FERC does not have regulatory jurisdiction, nor did we 14 

survey Nebraska, where no state regulatory body exists. 
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orders; case filings; studies; reports; human capital analyses; speeches and 
congressional testimony by FERC Chairmen, Commissioners, and other 
officials; and staff research papers. We also reviewed appropriate 
documents from outside sources, including the Department of Energy’s 
Energy Information Administration, the North American Electric 
Reliability Council, the Congressional Research Service, ISOs, academia, 
and other natural gas and electricity industry experts. Furthermore, we 
drew on our prior work in the areas of electricity, natural gas, and human 
capital management. 

We conducted ow work from June 2001 through April 2002 in accordance 
with generally accepted government auditing standards. 

Page 30 GAO-02-656 Energy Markets 



Chapter 2: FERC Has Not Yet Defined and 
Implemented an Effective Approach to 
Monitor Competitive Energy Markets 

FERC has recognized, since the early 199Os, that it needs to change its 
approach for regulating and overseeing the natural gas and electricity 
industries in response to their evolution from regulated monopolies to 
competitive markets. However, FERC has struggled to define and 
implement a comprehensive regulatory and oversight approach, and its 
efforts to monitor these markets, to date, have been incomplete or of 
limited effectiveness. Moreover, the agency’s outdated legislative 
framework and frequent leadership changes over the last few years have 
contributed to further limiting its progress in developing and implementing 
an effective approach. 

For nearly a decade, FERC has recognized that it needs a new approach 
for regulating and overseeing the emerging competitive energy markets. 
With the evolution to market-based rates for natural gas and electricity, 
FERC has concluded that its approach to ensuring just and reasonable 
prices needs to change: from one of reviewing individual companies’ rate 
requests and supporting cost data to one of proactively monitoring energy 
markets to ensure that they are working well to produce competitive 
prices. From 1994 to the present, the need for this change has been a 
reoccurring theme in a variety of key FERC documents, such as its annual 
budget requests, strategic plans, and performance reports. 

FERC Recognizes 

Approach for 

Markets 

That It Needs a New 

Competitive Energy 

For example, we found that as early as February 1994, in its fucal year 
1995 budget request to the Congress, FERC stated that the centerpiece of 
its strategy for the natural gas and electricity industries was to encourage 
competitive market processes wherever appropriate. In this document 
FERC noted that while competitive forces could benefit energy customers 
all over the country, harnessing the benefits of competition without 
allowing abuses of market power required many regulatory innovations, 
including many new approaches to oversight. FERC concluded that the 
electricity industry would see significant changes under the Energy Policy 
Act of 1992, largely through increasing competition among electric power 
producers and more open transmission access, and that these changes 
would inevitably require new long-term policy development as well. 

The need for a new regulatory and oversight approach has been reiterated 
by FERC throughout the last several years in a variety of other key 
documents, such as the following: 
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In its fiscal year 1996 budget request, dated February 1995, FERC stated 
that its goal was to find ways to regulate natural gas and electric utilities 
effectively in order to protect consumers while working with competitive 
commodity markets. FERC stated that it expected to continue the shift in 
emphasis away from its traditional routine casework of reviewing 
companies’ rate filings and more toward monitoring and compliance. It 
stated that increasingly, its approach to regulation would be to monitor 
the industries it regulates and act only when there is a clear need to do so. 

In its first strategic plan for fiscal years 1997 through 2002, issued in 
September 1997, FERC again stated that, at the most basic level, the 
agency was moving away from a traditional command and control 
approach of setting individual companies’ rates to economic regulation.’ 
The plan anticipated the need to respond to the evolving natural gas and 
electric power industries with increased flexibility and speed. FERC 
placed particular importance on the convergence of the natural gas and 
electric industries and on the need to coordinate with other federal 
agencies and states. The plan also noted that as the need for regulation in 
the industries changed, the agency must change to respond in “real time’’ 
to these needs. 

In its State of the Agency report for fiscal year 2000,’ FERC noted that like 
all regulatory agencies, it faced uncertainty about its resources and its 
future mission. The report concluded that to ensure consumer confidence 
in competitive energy markets, FERC must adapt the way it does business 
to address the real-time needs of market participants and changing market 
dynamics, while still maintaining the integrity of its regulatory functions. 

In its most recent budget request for fiscal year 2003, dated February 2002, 
FERC again stated that it needs a much stronger ability to recognize and 
respond to problems in the markets. FERC further stated that it needs to 
recognize problems when or before they happen and craft solutions 

The Government Performance and Results Act of 1993 required almost all  federal 
agencies to, among other things, develop strategic plans covering a period of at least 5 
years. These strategic plans were to include the agency’s mission statement, long-term 
general goals, and the strategies that the agencies will use to achieve these goals. Agencies 
were to submit their first strategic plans to the Office of Management and Budget and the 
Congress by September 30,1997. 

Year 2000 (Washington, D.C.: October 2000). FERC has not issued similar reports for 
subsequent fiscal years. 

Federal Energy Regulatory Commission, First Annual State of the A g w y  Report, Fiscal 
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quickly and also be able to police individual behavior in markets much 
more effectively than in the past. 

Despite its long-standing awareness of the need for a new regulatory 
approach, FERC has struggled to define the specific strategies, 
information, processes, and activities that it will use to regulate and 
oversee competitive energy markets. Various planning and reengineering 
initiatives that FERC has recently undertaken have not been successful in 
defining and implementing a comprehensive approach for these markets. 
Moreover, while California’s energy problems in 2000 provided a “wake up 
call” for the agency and the impetus for a greater focus on market 
oversight functions, they also delayed the agency’s efforts to establish an 
effective market oversight program by diverting substantial management 
attention and resources. 

Has 
to Define and 
Implement a New 
Approach 

E R C ’ s  Strategic Planning 
Process Has Not Provided 
the ~ ~ d ~ ,  Strategies, 

New Approach 

FERC’s strategic planning process helped lay the groundwork for the 
agency to begin revising its regulatory and oversight approach. However, 
the process has not produced the specifk goals, strategies, and milestones 
to effectively make the change. FERC first issued its strategic plan in 
September 1997, and has since revised it twice, once in September 2000 
and again in September 2001. The overall direction of the strategic or 
general goals and objectives set out for natural gas and electricity in these 
versions has essentially remained the same. Although the 2001 version of 
the plan provides greater and more explicit focus on FERC’s oversight and 
monitoring of the markets than earlier versions, it still lacks key details on 
how the strategic goals and objectives will be accomplished and how 
progress in achieving them will be assessed. 

to Implement 

FERC Has Been Slow to 
Explicitly Jncoqorate E n e r a  
Market Oversight into Its 
Mission Statement 

An agency’s statement of its mission is a critical element of its strategic 
plan. It is intended to bring the agency into focus, explain why the agency 
exists, and tell what it does. FERC’s mission statement has only very 
recently explicitly recognized oversight of the energy industries as an 
important part of its mission. The mission statement in FERC‘s 1997 
version of its strategic plan essentially stated that the agency regulates the 
energy industries to ensure that the rates, terms, and conditions of service 
for the industries are just and reasonable. The 2000 version of the mission 
statement provided a more direct focus on markets by stating that the 
agency, in regulating key interstate aspects of the energy industries, 
chooses regulatory approaches that foster competitive markets whenever 
possible and ensures access to reliable service at a reasonable price. 
However, it did not explicitly mention oversight of the industries or 
markets. The 2001 version does not refer to competitive markets but 
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instead states that FERC‘s mission is to regulate and oversee the energy 
industries in the economic and environmental interest of the American 
public. (See table 2.) According to F’ERC, “[tlhe California crisis showed 
that the need for good oversight and investigation is not only important 
but also far more urgent than we (or most others) had fully understood.” 

Table 2: FERC’s Statement of Its Mission in the 1997,2000, and 2001 Versions of Its 
Strategic Plan 

Version Mission statement 
1997 The Commission regulates, in the public interest, essential aspects of four of 

the nation’s critical energy industries: electric power transmission and sales 
for resale, natural gas transportation and sales for resale, oil pipeline 
transportation, and nonfederal hydroelectric power. The Commission ensures 
that the rates, terms, and conditions of service for the electric power, natural 
gas, and oil industries are just and reasonable and not unduly discriminatory 
or preferential, and that licensing, administration, and safety actions for the 
hydropower industry and other approvals for all four industries are consistent 
with the public interest. 
The Commission regulates key interstate aspects of the electric power, 
natural gas, oil pipeline and hydroelectric industries. The Commission 
chooses regulatory approaches that foster competitive markets whenever 
possible, assures access to reliable service at a reasonable price, and gives 
full and fair consideration to environmental and community impacts in 
assessing the public interest of energy projects. 
The Federal Energy Regulatory Commission regulates and oversees energy 
industries in the economic and environmental interest of the American public. 

2000 

2001 

FERC’s Strategic Goals and 
Objectives Have Focused More 
on Market Development Than 
Market Oversight 

The goals and objectives that FERC has set out in the initial versions of its 
strategic plan have focused more on efforts to foster the development of 
competitive markets than on their oversight. For example, the 1997 
version of the plan contained no strategic goals and one strategic objective 
specifically addressing oversight of market rules and behavior. (See app. I 
for FERC’s principal strategic goals and objectives relating to energy 
markets.) That objective-for constraining market power-states that 
market participants will have confidence that natural gas markets, electric 
markets, and al l  transportation services are working efficiently and fairly 
and that market participants are not subject to abuses of market power. 
The plan stated that FERC would monitor the electric utilities and assess 
whether they can exercise market power that could adversely affect 
wholesale electric prices. In addition, FERC would respond appropriately 
to market power issues in the context of market-based pricing and in 
reviewing the effects of mergers on competition. However, the plan 
offered no details about how FERC would monitor energy markets beyond 
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its approval of individual companies to sell electricity at market-based 
rates and review of proposed mergers of energy companies. 

Similarly, FERC’s 2000 version of its strategic plan contained one goal for 
energy markets. That goal-to benefit consumers by providing a fair, open, 
and efficient regulatory foundation for competition-had four objectives. 
As with the 1997 version of the plan, one objective was to constrain 
market power. In addition, monitoring energy markets was included as a 
subobjective under the general objective to nurture competitive market 
institutions. FERC stated that it must be able to monitor markets so that it 
can follow events, such as significant price spikes, and react appropriately, 
To fulfill its market monitoring strategy, the plan stated that FERC would 
(1) develop up-to-date, flexible information systems, (2) use investigations 
and audits as valuable market monitoring tools, and (3) begin to publish an 
annual report on the state of the markets. According to the plan, to 
constrain market power, FERC would detect and respond to all forms of 
market power and use enforcement and litigation as necessary to remedy 
anticompetitive behavior. The plan also stated that market monitoring 
could help FERC detect potential or actual market power abuse and that 
FERC would try to limit operations of existing and emerging entities that 
may possess market power. Although the 2000 version provides more 
results-oriented goals and objectives and a greater elaboration of 
strategies than the 1997 version, it does not provide the details and 
measures to allow the agency and the Congress to assess whether the 
goals and objectives were achieved and the strategies were effective. 

Only recently, in its 2001 revision, has FERC increased the strategic plan’s 
emphasis on market oversight and improved its description of the 
strategies that will be used to achieve the goals and objectives? The 
Chairman of FERC told us that making competitive energy markets work 
well depends on (1) an adequate delivery or transmission infrastructure to 
ensure that sufficient supplies of energy are available to create an 
environment where competition can succeed, (2) a market structure and 
market rules that ensure competition, and (3) effective oversight to 
identify market structures and rules that do not work well and market 
participants that engage in anticompetitive actions. The Chairman said 
that when he arrived at FERC in the summer of 2001, he found that FERC 

FERC’s 2001 revision was not a complete update of the strategic plan document. Instead, 
new strategic goals and objectives were developed and made available on FERC’s Internet 
Web site, and the agency’s fiscal year 2003 budget request provides information on the new 
strategic goals and objectives and the strategies to achieve them. 
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had been working on the first two items-the infrastructure and the 
market structure and rules-but was doing little in the way of effective 
market oversight. As a result, he revised the strategic plan to provide a 
balanced approach that covers all three factors. 

While the 2001 version provides more information than earlier versions on 
the strategies to be used to achieve the agency’s goals and objectives, the 
plan still provides few details on how FERC will work with market 
participants to accomplish the goals and objectives. The plan also does not 
have quantifiable outcome measures that can be used to assess FERC’s 
progress in achieving the goals and objectives over the period of the plan. 
For example, to protect consumers, the plan states that FERC will detect 
abuses of market power quickly. To do this, FERC will pay close attention 
to complaints as it receives them and will also develop its analytical 
capabilities. However, there is no information on what new actions FERC 
will take to pay close attention to the complaints or what actions it will 
take to develop its analytical capabilities. There are also no quantifiable 
outcome measures to evaluate FERC’s success in achieving this goal and 
its related objectives. 

FERC’S Kior 
Reengineering Project Did 
Not Address Fundamental 

In December 1997, FERC launched a major management review and 
reengineering project, referred to as “FERC First.” According to FERC 
documents, the project was undertaken as a result of the 1997 strategic 
planning process, during which the agency concluded that it would have to 
move away from traditional command and control approaches and move 
toward economic regulation of the evolving energy markets. The project 
was to assess the external influences affecting the agency’s operations, as 
well as the adequacy of the agency’s processes, employee development 
practices, information technology infrastructure, communication, and 
other business practices. According to FERC, the project’s costs from 
February 2,1998, to March 31,2000, totaled $20.1 million, including about 
$7.5 million in agency personnel costs and about $7.7 million for the two 
principal consulting fms that it used. 

Oversight Issues 

FERC First resulted in a number of changes, including the following: 

a new organizational structure for the agency, including the creation of the 
Office of Markets, Tariffs and Rates (OMTR) to focus on energy markets; 

a formal process for strategic planning and management with a focus on 
energy markets, energy projects, and the management services needed to 
support them; 
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the combination of responsibilities and personnel for natural gas and 
electricity to reflect the convergence under way in these industries; 

the modification of work processes to minimize hand-offs from one person 
to another and one office to another, reduce the number of reviews, and 
integrate them with information technology; 

the increased use of teaming of staff, within and across groups, to perform 
the agency’s work; and 

new criteria for selecting and training managers that emphasized 
leadership qualities over technical expertise. 

Although well intentioned, FERC First is generally considered by most 
FERC employees that we contacted to have failed in achieving its 
objectives. For example, 74 percent of the employees responding to our 
survey believed that FERC First had improved the agency’s ability to 
effectively monitor or regulate energy markets to little or no extent. In 
contrast, 4 percent of those responding said that it improved FERC’s 
ability to a great or very great extent. Furthermore, 80 percent of them 
believed that FERC First had improved their ability to perform their job 
duties to little or no extent. In contrast, 6 percent of those responding said 
it improved their ability to a great or very great extent. While many 
employees that we contacted told us that overall FERC First was a failure, 
several stated that it was a “disaster.” Common concerns cited by 
employees included (1) the project took too long and diverted too many 
agency resources for the limited number of changes that resulted and (2) it 
made the agency less effective rather than more effective. 

Moreover, FERC First did not bring about the fundamental changes 
needed to implement a new regulatory and oversight approach for 
competitive energy markets. For example, although FERC First 
established OMTR to give more priority to developing and monitoring 
competitive energy markets, OMTR has had difficulty defining the specific 
strategies, information, processes, and activities that it will use to oversee 
these markets. In October 1999, the director of OMTR said “[wle have to 
decide what we want to do with markets, how much resources we want to 
devote to the different views, what information will we need from outside 
the building to do our job, what type of IT [information technology] 
hardware and software will we need to do that, what type of skill sets of 
people will we need.’’ In August 2000, when FERC hired a director for 
OMTRs Division of Energy Markets, these details had still not been 
determined. At that time, the California energy problem had occurred and, 
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according to FERC officials, the Markets Division devoted most of its 
attention and resources to responding to the California problem over the 
next year. 

California’s energy problems in 2000 forcefully demonstrated what could 
result when markets do not work as intended. Ironically, while the 
California problem was, in the words of several FERC officials, a “wake up 
call” for the agency, it also delayed the agency’s efforts to establish an 
effective market oversight program by diverting substantial management 
attention and resources away from this task. The California problem was 
shortly followed by the bankruptcy of the Enron Corporation, again 
causing OMTR and its Markets Division staff to become involved in 
addressing concerns related to this new crisis. 

Consequently, although it has been almost 4 years since the creation of 
OMTR was announced, FERC has not been able to devote the time and 
attention needed to resolve the fundamental issues relating to its market 
oversight function. FERC currently has two task forces working to 
determine its information needs for market oversight and is still in the 
process of developing a working definition for market power. According to 
industry experts that we spoke to, FERC’s lack of progress in clearly 
defining its market oversight function has eroded their confidence in the 
ability of the agency to provide the level of regulation and oversight 
needed for the emerging energy markets. 

FERC has initiated several actions to enhance its oversight of competitive 
energy markets; however, most of these actions have been incomplete or 
limited in their effectiveness. Recent FERC oversight initiatives have 
included (1) creating a Market Observation Resource (MOR) room to 
collate information on energy markets in a user-friendly format, 
(2) conducting a series of studies to assess the state of the wholesale 
electricity (bulk power) markets, and (3) requiring independent system 
operators (ISO) to establish market monitoring units. However, to date, 
the MOR room and the bulk power studies have had limited results beyond 
increasing FERC staff‘s knowledge about competitive markets, and the 
ISOs’ market monitoring units provide only limited coverage of the 
nation’s energy markets. 

FERC’s Market 

Have Been 

Ineffective 

Oversight InitiatiVeS 

Incomplete or 
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The Market Observation 
Resource Room Has Yet to 

To more effectively monitor increasingly competitive energy markets, in 
mid-2001 FERC established the MOR room at its Washington, D.C., 
headquarters. This room, which was patterned after market operation 
centers or rooms of ISOs and major energy trading companies, uses 
computers and various software packages to make large amounts of data 
on natural gas and electricity markets available in a useable format. FERC 
created the MOR room to serve as a central data source, an education 
center for the agency’s staff, and a regulatory and oversight tool. Since 
establishing the room, FERC has been acquiring and testing market 
reporting services and software programs while building an easily 
retrievable database. However, FERC has not yet been able to use the 
MOR room to its full regulatory and oversight potential because (1) the 
data available through the facility are mainly limited to those that are 
available free of charge, (2) additional data needs for the agency have not 
yet been determined, and (3) an overall regulatory approach has not been 
developed. Instead, the MOR room serves principally as a technical 
learning resource for data analysts in OMTR and as a convenient market 
information resource for the agency’s staff. 

Fulfill Its Potential 

The MOR Room 1s Becoming a 
Central Data Source but 
Currently Lacks Data on 
Critical Aspects of Energy 
Markets 

While the MOR room is becoming a central data source for FERC, the 
information that it contains is limited for effective monitoring and 
oversight of energy markets. Currently, the MOR room provides FERC 
staff with both commercial and proprietary information services, ranging 
from Bloomberg Professional Energy service to the PJM E-Data for the 
Pennsylvania, New Jersey, Maryland (PJM) ISO’s mid-Atlantic electricity 
markets. Electricity market data provided by these services include prices 
on the spot market and for futures contracts, plant outage information, 
business news, and historical data for trend analysis. For example, FERC 
subscribes to Friedwire, which tracks supply, demand, price, and 
transmission data. Natural gas market data include spot and futures prices 
and market commentary, storage levels, imports and exports, and 
supply/demand statistics. The MOR room receives detailed and timely 
reports about energy prices on regulated exchanges, such as natural gas 
futures contracts for the Henry Hub traded on the New York Mercantile 
Exchange (NYMEX). In addition, several weather services are available to 
monitor changing conditions nationwide, as weather and climate affect 
energy supply and demand in both spot and futures markets. 

However, the MOR data do not yet include detailed information about 
energy prices on “exempt” commercial markets, such as the UBS-Warburg, 
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Dynegydirect, and Intercontinental Exchange (ICE).4 Although FERC staff 
can view natural gas and electricity prices free of charge from the UBS- 
Warburg, Dynegydirect, and ICE Web sites to track general market 
behavior, FERC would need to become a paying subscriber for these 
services to routinely obtain the names and other details of the parties 
trading in these exempt markets. This information would be necessary, for 
example, if FERC needed to identify instances of power companies or 
traders exercising excessive market power. Similarly, the MOR room does 
not receive timely information about over-the-counter markets-where 
informal dealings that are not federally regulated occur. Some over-the- 
counter sales in which two parties buy and sell natural gas contracts 
privately, and offsetting trades known as “swaps,” are aggregated and 
reported the next day in the energy trade press; others are aggregated 
from a NYMEX report. In commenting on a draft of our report, FERC said 
it may not have jurisdictions over these trades and, therefore, may not 
have access to this information. However, we believe that unless FERC 
staff can regularly track these reports and then compare them to 
simultaneous behaviors by participants in other markets, it would be 
difficult to identify instances of market manipulation. 

FERC 1s Identifying Additional 
Market Infomation Needs, but 
Its Progress Has Been Slow 

Since the summer of 2001, FERC has established two teams-the Review 
of Information Collection Team and the Comprehensive Information 
Assessment Team-to take stock of the agency’s current and future 
market information needs. These teams were tasked to identify 
information that FERC currently collects and additional information that it 
might need. To date, neither team has completed its work, although their 
initial findings highlight some of the difficulties FERC faces in obtaining 
additional data. 

For example, the Review of Information Collection Team is seeking to 
learn precisely what data the agency now collects. As of January 31,2002, 
the team has determined that FERC has more than 50 active information 
collection and reporting requirements for the energy companies it 
regulates and oversees, and that FERC receives about 33,600 industry 

~~ ~ 

UBS Warburg and Dynegydirect are “bilateral” electronic traders that, like the once 
dominant markebmaker Enron, always take one side of a buy or sell transaction. ICE is a 
“multilateral” electronic trader, which invites and matches buy and sell orders for other 
customers. 
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responses an nu all^.^ According to the team’s supervisor, the team’s effort 
has not been considered a high priority within FERC. He predicts that it 
may be several more months until the team completes its detailed 
assessments of the data, and more than a year until proposed regulations 
to collect these data can be developed. 

Similarly, the Comprehensive Information Assessment Team is identifying 
the information that the agency will need in order to more effectively 
regulate and oversee emerging energy markets. The team has already 
identified about 80 information “needs” for FERC. A critical challenge, 
according to FERC officials, is to transform this list of needs into a 
practical set of data requirements. To do this, FERC must first decide how 
aggressively it will be monitoring energy markets; however, this: decision 
has yet to be made by the agency. 

A key feature of FERC’s data collection plans is to have other 
organizations such as federal and state agencies, commercial sources, 
trade associations, and regional transmission organizations provide FERC 
access to much of the information needed to monitor energy markets. 
However, at this point, it is unclear how FERC will ensure that these data 
are accurate and reliable. Nor is it clear how FERC and its data sources 
will standardize the data and pay for their collection. Another issue to be 
addressed is how FERC wiU integrate these new data requirements with 
the data already available in the MOR room. 

FERC plans to review the results of the two information teams later this 
spring, and then hold meetings and workshops with market participants. 
More than likely, any new data identified as important to FERC’s market 
monitoring efforts will not be formally required from market participants 
until 2003. Moreover, as required by the Office of Management and Budget, 
FERC will have to offset any new information requests from the industry 
by eliminating existing ones. One FERC official told us the agency can 
fulfill this requirement by eliminating certain filings required under the 
cost-of-service regulation that may no longer be relevant. 

In 2000, FERC set a goal to reduce paper filings by 90 percent within 2 years, although 
currently only four of its forms must be filed electronically and another four may be at the 
filer’s discretion. 
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The MOR Room’s Use as a 
Regulatory and Overnight Tool 
Is Largely Undecided 

When first created, the MOR room was expected to showcase “the 
important function of monitoring and assessing the energy market.” 
However, because FERC has not determined how it will regulate and 
oversee competitive energy markets, the MOR room’s use, as a regulatory 
and oversight tool, remains largely undecided and untapped. For example, 
FERC officials that we spoke with were not aware of any enforcement 
actions that had been initiated through use of the MOR room or any 
market problems detected elsewhere in the agency that had been 
confinned or refuted with MOR room data. Currently, the MOR room 
serves principally as a technical learning resource for data analysts in 
OMTR and as a convenient resource for the agency staff who prepare the 
daily Energy Market Report and monthly Energy Markets Review. These 
publications keep FERC Commissioners and senior staff aware of news 
and market events, such as energy trading companies’ financial problems, 
power-plant outages, and energy supply and price trends. 

Nonetheless, one energy data analyst who helped design and now operates 
the MOR room told us  that it is likely to become an integral part of FERC’s 
proposed new Office of Market Oversight and Investigation, which is 
intended to concentrate FERC’s market-monitoring resources in one work 
group (see ch. 3 for more detailed information on this new office). But just 
how the MOR room will assist the new office has yet to be decided. The 
extent to which the MOR room can contribute to FERC’s regulation and 
oversight of energy markets also depends on how FERC decides to divide 
market monitoring responsibilities with other entities, such as the regional 
transmission organizations. These decisions also have yet to be made. 

FERC’s Bulk Power 
Studies Were Not an 
Effective oversight ~~~l 

As another oversight initiative, on July 26,2000, FERC issued an order 
directing its staff to undertake an investigation of the nation’s wholesale 
electricity (bulk power) markets and report the results by November 1, 
2000. The investigation was ordered because the nation’s bulk power 
markets were in different stages of transition, and some areas of the 
country had experienced extreme price fluctuations. By reviewing 
technical or operational factors, federal or state regulatory prohibitions or 
rules, market or behavioral rules, and other factors affecting the reliability 
or competitive pricing of electricity in these markets, the investigation was 
to determine whether the nation’s bulk power markets were working 
efficiently. 
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FERC assigned a study team for each of the five regions covering the 
continental United States: the northeast, southeast, midwest, west, and 
Electric Reliability Council of Texas (ERCOT) regions.‘ The teams took 
about 2 to 3 months to conduct the investigations and write their reports. 
They reviewed publicly available data and reports and, with the exception 
of the ERCOT study, obtained input from market participants and others, 
such as ISOs and state public utility commissions, and also requested 
specific market information, such as market participants’ data on bids 
during the period. 

The final reports from each team generally included data on electricity 
supply and demand, transmission systems, the regulatory and institutional 
environment, market design, prices during the summer of 2000, factors 
affecting these prices, and issues relating to inefficiencies or 
improvements needed in the markets’ design or  operation^.^ In addition, 
the reports generally provided policy options for the Commission, such as 
potential ways to correct the conditions that led to price spikes, improve 
market rules, or improve access to the transmission systems to increase 
competition. 

Instead of serving as an effective oversight tool, however, these studies 
mostly provided FERC staff an opportunity to learn about electricity 
markets. The study teams were not allocated much time and lacked the 
expertise and data to provide the depth of investigation needed. According 
to many of the study team leaders that we talked to, when the studies 
started the teams knew little about the markets they were examining and 
they had only about 3 months to complete the work and prepare the 
reports. Most of the team leaders and members said that more time, more 
data, and/or staff with different skills or expertise would have been 
needed to perform in-depth studies. The types of staff skills or expertise 
cited as being needed included more knowledge of economics and market 

~~~~ 

ERCOT established an independent system operator in 1996 to satisfy the requirements of 
the Public Utility Commission of Texas for deregulating the wholesale electricity market in 
the state. The wholesale market in the ERCOT region is basically isolated from other US. 
markets because its power grid or transmission system has only minor connections to 
other US. transmission systems. FERC has limited jurisdiction over the region because the 
ERCOT market is essentially intrastate. 

Northwest during November and December 2000. This report, which was an extension of 
the November 1,2000, report on the west region, focused on the rapid increase in electric 
power prices during these 2 months. 

On February 1,2001, FERC staff issued a report on the bulk power markets in the 
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operations and skills in compiling and analyzing large amounts of data. 
According to FERC management, it became clear during these 
investigations, that the agency did not have enough staff who could 
analyze the relevant market information. This shortage related both to 
skills in finding, manipulating, and analyzing large data sets and to 
economic and other expertise in focusing information analyses on critical 
market questions and interpreting the results. 

Most of the study team leaders and members we spoke to indicated that 
periodic bulk power studies could be a useful oversight tool for FERC if 
they were done in more depth. While the studies provide some important 
baseline data on these markets, FERC has no plans to update the bulk 
power studies. As an alternative, it proposes to conduct periodic 
assessments of market performance, supplemented by other reports. In its 
fiscal year 2003 budget request to the Congress, FERC stated that it plans 
to publish semiannual seasonal market assessments of major regional 
markets for both natural gas and electric power. These assessments are to 
report on a series of objective measurements for each market, such as 
basic supply-demand balances and the degree of market concentration. 
They are to also report on the markets’ experience with current market 
rules and on major vulnerabilities, if any, that might threaten to disrupt the 
markets in the future. FERC plans to supplement these assessments with 
other periodic reports, including bulletins that analyze fast-breaking 
market developments. According to FERC, information will come from its 
MOR room, industry contacts, and close coordination with the market 
monitoring units (MMU) of the yet-to-be formed regional transmission 
organizations. These supplemental reports will also include analyses of 
apparent market anomalies-for example, instances of high prices seen in 
unexpected places or apparently abnormal volumes of trading 
transactions. 

However, it is likely to be some time before FERC can fully implement 
these plans. FERC anticipates that the market performance measurements 
to be used for the seasonal assessments will be finalized during 2003. In 
addition, the MMUs of the regional transmission organizations (RTO) may 
not be operational for up to 3 years. FERC is depending on these units to 
provide much of the data and analysis that it will use for the seasonal 
assessments and the other reports. As a result, until these new analyses 
are available, it appears that FERC will not be conducting detailed 
evaluations of the markets. 
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ISOs' Market Monitoring 
Units Provide Oversight 
support but D~ Not cover 

The formation of ISOs provided FERC additional market monitoring 
support for certain energy markets. Under Order 888, FERC gave public 
utilities the option to create ISOs to independently operate their electric 
transmission systems and thereby meet the requirement for separating, or 
unbundling, interstate wholesale power service from transmission. In 
approving their formation and use, FERC required ISOs to, among other 
things, establish a market monitoring unit. MMUs are required to develop 
market monitoring plans, which must be approved by FERC, and 
periodically report on their monitoring activities. 

All the Markets 

Although MMUs play an important market oversight function, their 
coverage of the nation's electricity markets is limited. Because FERC 
made the formation of ISOs voluntary, most of the nation is not covered by 
an ISO, and therefore is not subject to monitoring by an MMU. Currently, 
FERC has approved five ISOs that cover only parts of the United States. 
These include the New York ISO; IS0 New England; and PJM IS0 in the 
Northeast and the California IS0 in the West. The Midwest ISO, covering 
at least parts of several states in the Midwest from Canada to Kentucky, 
began selling transmission service in February 2002 but had not yet 
established an MMU. There are no ISOs operating in the Southeast, the 
West outside of California, and much of the Midwest. Therefore, market 
monitoring responsibilities for these areas fall to FERC. 

Moreover, the MMUs we contacted-California, New York, New England, 
and PJh-primarily focused their monitoring activities on reviewing 
market transactions for abuses of market power by market participants 
and for market design problems within their particular markets. According 
to these MMU officials, the strength and value of an MMU's market 
monitoring activity is in its ability to review minute-by-minute transactions 
looking for anomalies in market behavior. They believe that FERC's 
market monitoring role is better suited to evaluating overall market 
performance at the national or regional level. According to an official from 
PJM's MMU, FERC has the lwury to look at the overall market picture 
from a policy perspective, whereas MMUs are down in the trenches 
dealing with detailed information. The MMUs told us that FERC should 
leave the responsibility for monitoring daily market transactions to MMUs 
and concentrate on the larger policy issues. 

Finally, MMUs employ different strategies and techniques in reviewing 
market transactions, which may limit the usefulness of the information 
they provide to FERC. FERC requires that the MMUs independently and 
objectively monitor and report on the markets operated by ISOs and that 
the MMUs' market monitoring plans be designed to ensure competition, 
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prevent any undue influence by market participants, and correct any 
design flaws. FERC allows MMUs flexibjlity with respect to the scope of 
their monitoring and how it is carried out. As a result, the four MMUs we 
contacted varied in their size, operations, and focus. For example, the 
MMUs of the New York and PJM ISOs take different avenues to identifying 
and mitigating or correcting market power abuse? 

Because of these differences in operation, the information provided to 
FERC by MMUs may not be comparable and may make it significantly 
more difficult for the agency to develop a comprehensive nationwide 
analysis of energy markets. This issue will become more important as 
FERC approves the creation of the larger RTOs under Order 2000 to 
replace ISOs. FERC is currently developing a standardized design for the 
RTOs’ market monitoring function and the types of market monitoring 
information that they will be required to provide the agency. 

FERC’s legislative framework of regulatory and oversight authorities has 
remained essentially the same, even as the energy industries have 
undergone substantial restructuring. A s  a result, FERC is struggling to 
develop and implement a new regulatory and oversight approach for these 
emerging markets because it is using authorities that were designed when 
the industries operated as regulated monopolies and their rates were 
based on the cost of service. In recent years, FERC has also been 
subjected to frequent changes in its leadership. These changes have 
caused the agency to experience substantial shifts in policy direction and 

FERC’s Outdated 

Framework and 

Changes Have 

Legislative 

Frequent Leadership 

Contributed to Its 
priorities, which may have directly affected its progress in developing a 
new regulatory approach. Difficulty in 

Developing a New 
Regulatory Approach 

~~ 

* The PJM IS0 uses the presence of congestion on the transmission lines to determine that, 
during the period of congestion, competition is reduced and marketrbased bids or offerings 
of electricity for sale should be replaced by cost-based bids. In contrast, the New York IS0 
looks directly at bidding behavior and resulting price effects to determine if market power 
exists that warrants mitigation. 
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Transition to Competitive 
Markets Has Been 

To some extent, FERC’s lack of specific legislative authority for 
competitive energy markets, and especially for electricity markets, may 
have delayed development of its new regulatory approach. This is because 
FERC derives much of its legislative authority, for electricity, from 
mandates that were enacted almost 75 years ago, when the industry was 
structured as a regulated monopoly and rates were based on the cost of 
service. As  a result, FERC has had to force fit changes that it would like to 
accomplish within the framework of these outdated statutes. This has led 
market participants to contest FERC‘s legal authority to direct change in 
these industries. 

Occurring Without 
Substantial Changes to 
FERC’s Regulatory and 
Oversight Authorities 

For example, in Order 888, FERC invoked its authority under section 206 
of the Federal Power Act when it ordered “functional unbundling” of 
wholesale generation and transmission services, imposed a similar open 
access requirement on unbundled retail transmissions in interstate 
commerce, and declined to extend the open access requirement to the 
transmission component of bundled retail sales. Market participants, 
however, challenged FERC’s authority to order these changes. In response 
to a number of review petitions, in 2001, the District of Columbia Circuit 
Court upheld most of FERC’s jurisdiction to issue Order 888.’ That 
decision was appealed in the Supreme Court. Last year the Court agreed to 
hear argument on two issues: FERC’s jurisdiction over unbundled retail 
transmissions and its refusal to assert jurisdiction over bundled retail 
transmissions.1o The Supreme Court agreed with FERC on both issues. 
Specifically, the Court stated that because the Federal Power Act 
unambiguously gives FERC jurisdiction over the “transmission of electric 
energy in interstate commerce,” without regard to whether the 
transmissions are sold to a reseller or directly to a consumer, FERC’s 
exercise of this power is valid. Similarly, FERC’s decision not to regulate 
bundled retail transmissions was accepted as a statutorily permissible 
policy choice by the Supreme Court. 

FERC’s efforts to guide or direct restructuring of the electricity industry 
without legislation explicitly mandating the change have also resulted in 
debate, within and outside the agency, about its specific authorities over 
these new competitive markets. In some instances, this uncertainty may 
have contributed to FERC‘s hesitation in clearly defining how it would 
apply its authorities to the emerging electricity markets. An example of 

~ 

’ TAPS v. FERC, 225 F.3d 667 (D.C. Cir. 2000). 

New York v. FERC, 535 U.S. 1 (2002). 10 
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this is FERC’s recent attempts to create RTOs. Questions about FERC’s 
authority to require the formation of RTOs led the agency to initially make 
participation in RTOs voluntary, as it had done in the past for ISOs. 
Despite outreach efforts to convince the industry about the advantages of 
participating in RTOs, FERC made little progress in getting RTOs formed. 
Although its legislative authorities did not change, FERC recently 
determined that it did have adequate authority to require RTO formation, 
and there was a significant policy shift within the agency to require 
participation in RTOs by the industry. Industry participants not joining an 
RTO now have to prove to FERC why doing so would harm them. 
Although the Chainnan of FERC believes that the agency has the general 
authority to take this new course of action, he has stated that it would be 
helpful if the Congress gave FERC the explicit authority to create RTOs. 

Moreover, some of FERC’s legislative authorities with regard to refunds of 
excessive rates and penalties for violations of market rules may not be 
adequate for regulating in a competitive environment, where there is 
greater potential for market power abuse. Under its current legislative 
framework, FERC is limited by the extent to which it can order refunds, 
and it does not have adequate authority to levy meaningful penalties for 
market violations. As a result, it is difficult for FERC to curb and respond 
effectively and firmly to anticompetitive behavior, particularly for 
electricity markets. For example, under sections 205 and 206 of the 
Federal Power Act, FERC has the authority to review whether new or 
existing electricity rates filed with the agency are just and reasonable. If an 
existing rate is found to be unjust or unreasonable, FERC may set a new 
rate and may order a refund for the amount charged in excess of the just 
and reasonable rate. However, refunds may only be ordered for the period 
following the refund “effective” date. The earliest the refund effective date 
can be is 60 days after a complaint is filed with FERC or after a notice of 
Commission-initiated investigation is issued. As a result, this limitation 
provides no remedy for instances where market participants have charged 
unjust or unreasonable rates during the period before the refund effective 
date. In addition, under the Natural Gas Act, FERC is even more limited in 
ordering refunds than it is under the Federal Power Act. For example, 
under section 5 of the Natural Gas Act, FERC cannot set a refund effective 
date but can only change rates prospectively from the date that the 
Commission finds an existing rate to be unjust and unreasonable. 

In addition, FERC does not have a meaningful range of penalties to levy 
against violators of energy market rules. The Federal Power Act provides 
FERC with the authority to assess civil penalties for violations of certain 
regulated activities but not for violation of the just and reasonable rate 
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requirement. For example, section 31(c) of the Federal Power Act 
authorizes penalties for violations relating to hydropower generation, and 
section 316A provides FERC with the authority to levy penalties for 
violations relating to the transmission of electricity and sales by exempt 
wholesale generators." No section of the act allows FERC to levy 
monetary penalties against market participants who charge unjust or 
unreasonable rates for electricity. Although the Natural Gas Policy Act of 
1978 gave FERC some authority to levy civil penalties, this authority 
applies only to a limited number of natural gas transactions in interstate 
commerce. 

In today's competitive energy markets, the lack of adequate refund and 
penalty authorities may be a significant handicap to FERC's ability to 
fulfill its regulatory mandate because market participants have the 
opportunity to profit by millions of dollars within a very short time 
through exercising market power and engaging in other anticompetitive 
behavior. For example, in response to filings made after the recent 
electricity price spikes in California, FERC determined that it had no 
authority to order refunds for uqjust and unreasonable rates charged prior 
to the refund effective date. If FERC does not have the authority to curb 
anticompetitive behavior by ordering refunds or levying meaningful 
penalties against market violators, the risk of engaging in this type of 
behavior for market participants is severely diminished. Many FERC 
officials that we spoke to believe that FERC's credibility as an effective 
regulator of competitive electricity markets is limited without the 
authority to levy meaningful penalties. They believe that industry 
participants do not perceive FERC as a forceful regulator because it does 
not have adequate "bite" to go after market abusers and therefore cannot 
deter future violations. 

FERC Has Experienced 
Frequent Leadership 

Attempted to 
New Approach 

Over the past 5 years, FERC has had four different Chairs. Such a high 
level of leadership turnover may have had a significant impact on the 
ability of the agency to develop a new regulatory approach for emerging 
energy markets because the Chair of the Commission also serves as the 
agency's leader and as the chief administrator of FERC's staff. The Chair, 
in effect, sets the agency's agenda and controls its strategic plan and 
outcomes. 

Changes as It Has 
a 

"16U.S.C.824j, 16U.S.C.824k, 16U.S.C.8241,16U.S.C.824m. 
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Our reviews of high-performing public and private sector organizations 
have shown that fundamental changes in operations and culture can take 
years to achieve and usually require long-term commitment on the part of 
agency leaders. When agencies such as F'ERC experience a high level of 
turnover in their top leadership, their efforts to effect change are often 
hampered. For example, the Health Care Financing Administration, which 
administered the multibillion-dollar Medicare program, had 19 
administrators or acting administrators in its 24 years of existence. We 
found that this high rate of leadership turnover was am inhibiting factor in 
the implementation of long-term Medicare initiatives and the pursuit of a 
consistent management strategy for this agency." 

Similarly, the lack of continuity in F'ERC's top leadership may have 
directly contributed to the agency's lack of progress in developing and 
implementing a new regulatory approach for competitive energy markets, 
especially over the last 5 years. Some senior F'ERC staff told us that the 
seemingly constant transition caused by recent changes in F'ERC 
leadership, coupled with the intense pressure created by the California 
energy crisis and the bankruptcy of the Enron Corporation, has resulted in 
a lack of consistent management and direction for the agency. Several 
agency officials told us that every new Chair brings a different direction to 
the agency and that when there is a change in the chairmanship, the 
progress made under a past Chair often becomes irrelevant as everyone's 
attention shifts to the new Chair's priorities and agenda. Consequently, 
steps taken to develop a new organizational structure or regulatory 
approach under a past Chair are often jettisoned, and the staff start the 
process all over again under the direction of the new leader. 

The longer FERC struggles to define and implement an effective approach 
for the emerging energy markets, the longer these markets will continue to 
develop and operate without adequate oversight and, potentially, without 
adequate regulation. At the current time, FERC is not adequately 
performing the oversight that is needed to ensure that the prices produced 
by these markets are just and reasonable and therefore, it is not fulfilling 
its regulatory mandate. While F'ERC has taken some tentative steps in the 
right direction, more decisive action must be taken to define and 

Conclusions 

U.S. General Accounting Office, Ma&r Management challenges and Program Risks: 
Department of Health, and Human Services, GAO-01-247 (Washington, D.C.: January 1, 
12 

2001). 
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implement an effective regulatory and oversight approach. To accomplish 
the mammoth undertaking posed by the rapidly evolving and increasingly 
complex energy markets, FERC will have to place the highest priority on 
developing its oversight function and devote significant management 
attention and adequate resources to this task. 

FERC has not yet developed a detailed oversight approach for competitive 
energy markets. Market participants need this specificity if they are to 
view FERC as an effective market monitor and regulator. Although FERC 
has recently revised its strategic plan to place more emphasis on its 
oversight of competitive energy markets, the plan still lacks specMcs 
about how the agency wiU monitor these markets. The revised plan does 
not include outcome measures for its goals and objectives so that the 
agency’s progress in achieving them can be assessed. The plan also does 
not clearly and explicitly state how FERC will work with market 
participants to comprehensively oversee the markets. For example, it 
appears that FERC plans to rely on the RTOs’ MMUs to serve as its 
frontline for monitoring wholesale electricity markets. The agency, 
however, has not yet set out expectations for how these units will monitor 
the markets and how FERC will evaluate their effectiveness. 

Moreover, FERC needs to recognize that a new regulatory and oversight 
approach will require both interim and long-term measures. The agency 
cannot continue its current policy of waiting for the market structures to 
be fully in place before developing monitoring actions. For example, FERC 
does not have the luxury to wait for the RTO structures to be in place, 
which may take several more years, before detailed monitoring of the 
markets begins. As  the California energy crisis has made adequately clear, 
FERC simply cannot let the markets continue to go unmonitored for this 
length of time. Nonetheless, FERC does not have an action plan for 
oversight of the markets for the interim period before the RTOs’ market 
monitoring units are functioning and the agency can put a comprehensive 
market oversight approach into place. 

Finally, FERC’s difficulties in developing and implementing a 
comprehensive regulatory and oversight approach for competitive energy 
markets can be attributed, at least in part, to its attempts to help create 
and to regulate and oversee these markets without explicit direction and 
guidance from the Congress as to the agency’s appropriate role in these 
markets. FERC has been attempting to design a regulatory and oversight 
approach for these markets around legal authorities, such as those for 
ordering refunds and assessing penalties, which were generally enacted 
when the natural gas and electric industries were subject to cost-of-service 
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regulation. As part of its current debate in formulating the Energy Policy 
Act of 2002, the Congress has started to review FERC’s legislative 
framework. 

To help ensure that FERC can effectively carry out its responsibilities for 

recommend that the Chairman, FERC, take the following actions: 
Recommendations for overseeing interstate wholesale natural gas and electricity markets, we 
Executive Action 

Update the agency’s strategic plan to include outcome measures that can 
be used to assess how well FERC is doing in achieving its strategic goals 
and objectives for overseeing competitive energy markets. This plan 
should also include specific strategies for achieving the goals and 
objectives that set out explicitly how FERC will work with market 
participants to provide comprehensive oversight of the markets. Because 
of their significant role in FERC’s oversight approach, the plan should set 
out clear expectations for how transmission organizations will monitor 
energy markets and how FERC will evaluate the effectiveness of their 
MMUs. These expectations should be made part FERC’s approval of these 
transmission organizations. 

Develop an action plan for overseeing energy markets, in particular for 
electricity, until the transmission organizations’ market monitoring units 
become fully operational and FERC can implement a comprehensive 
oversight approach for these markets. In developing the action plan, FERC 
should examine how it can use the bulk power studies and the data 
sources currently available through the MOR room as more effective 
market monitoring tools. 

To help ensure that FERC can effectively carry out its oversight role with 
respect to energy markets, the Congress may wish to convene public 
hearings to review FERC’s authorizing legislation and determine, in 

Matters for 
Congressional - 
Consideration consultation with FERC Commissioners, whether FERC’s authorities need 

to be revised in light of the changing energy markets. In addition, to help 
FERC deter improper market behavior, the Congress may want to 
consider providing FERC with the appropriate range of authorities to levy 
civil penalties against market participants that engage in anticompetitive 
behavior and violate market rules. 

In its written comments on a draft of this report, FERC agreed that it had 
not yet done all  that it could to oversee energy markets. The agency stated 
that, despite a long-standing recognition that it needed to develop the 

Agency Comments 
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information, procedures, and staffing to oversee energy markets, it had not 
previously focused its efforts clearly enough to succeed. According to 
FERC, this situation is now changing with the launching, in January 2002, 
of the new Office of Market Oversight and Investigation to oversee and 
assess the fair and efficient operations of electric and natural gas markets. 
The new office, according to FERC, will be up and running in August 2002. 
FERC stated that the office’s job will be to understand energy markets and 
risk management, measure market performance and analyze market data 
with an eye to recommending market improvements, investigating 
compliance violations, and, where necessary, pursuing enforcement 
actions. FERC also stated that the office will report to the Chairman and 
other Commissioners, bring together all of the staff devoted to oversight 
and enforcement in one place, and receive the resources it needs to 
restore and maintain the integrity of the nation’s energy markets. FERC 
further stated that the agency has developed preliminary plans on how the 
office will work, including a draft mission and function statement, an 
organizational design, and a comprehensive list of the services and 
products the office will provide. 

We are encouraged and hopeful that FERC’s creation of this new office 
will provide the focus needed to succeed where prior efforts, as described 
in our report, have not. However, we do not believe that a reorganization 
alone will be enough to bring about the fundamental changes needed in 
FERC’s regulation and oversight of energy markets. Sustained leadership 
and top management attention will be necessary to guide and direct the 
agency through these changes. Many d e w  of the new office’s operations 
are yet to be worked out, and FERC still needs to overcome significant 
challenges to provide the office with the information, tools, and staff with 
the skills and knowledge to effectively oversee competitive energy 
markets. 

FERC also agreed with our conclusion that its ability to develop, regulate, 
and oversee competitive energy markets could be enhanced with new 
statutory authority and guidance from the Congress on the agency’s 
appropriate role in these markets. FERC agreed that it has often struggled 
to find market solutions while operating under legislative authority 
designed for regulated monopolies with cost-of-service rates. The agency 
noted that additional statutory authority is needed, particularly in 
providing FERC with the ability to assess civil penalties for violations of 
the law or FERC rules. FERC further said that the Congress could 
strengthen the agency’s ability to create competitive wholesale energy 
markets by clarifying the Commission’s authority to order the formation of 
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RTOs. As pointed out in our report, FERC has currently approved the 
formation of only one RTO. 

Separately from its written comments, FERC provided us with some 
technical changes, which we incorporated into the report where 
appropriate. FERC’s written comments are presented in appendix III. 
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As FERC develops a new regulatory approach to respond to the 
restructured energy industry, it will have to overcome significant human 
capital and organizational challenges. FERC’s workforce, which was 
largely recruited and trained for cost-of-service regulation, currently lacks 
the knowledge and mix of skius needed to effectively regulate and oversee 
competitive markets. Although FERC has taken steps to train its current 
staff and recruit new staff, it has made limited progress in adapting its 
workforce to the new regulatory environment. In addition, FERC has not 
fully explored all the personnel tools and flexibilities-such as 
establishing special pay rates-that are available to federal agencies for 
responding to workforce recruitment and retention challenges. FERC also 
has not conducted systematic strategic human capital planning to recruit, 
develop, train, and retain the type of workforce that can effectively 
regulate and oversee competitive energy markets. Moreover, FERC’s 
current organizational structure diffuses its market monitoring 
responsibilities and does not provide the focus and attention that this 
function needs in the changing regulatory environment. 

@ 
new competitive markets. Its current staff skill mix is inadequate and 
training of current staff and recruitment of new staff have not yet occurred 
at a level that would alleviate gaps in the staffs skill mix. In addition, many 
experienced and highly trained FERC staff will soon be eligible for 
retirement and could depart from the agency over the next 3 years. While 
these retirements provide FERC the OPPO&@ to bring in new staff to 
fill gaps in its skill mix, the departures will also result in the loss of 
traditional skills and knowledge that the agency continues to need. 
Although FERC management has been aware of these issues and has taken 
some steps to address them, its progress has been limited. Moreover, 
FERC has not fully explored the use of all the personnel tools and 
flexibilities available to federal agencies to help them attract, motivate, 
and retain employees, and FERC has not performed the systematic and 
comprehensive planning that is needed to resolve its human capital 
challenges. 

FERC Has Taken 

Address Its Human 
Some Steps to 

Capital Needs, but 
Significant Challenges 
Remain 

FERC Faces Daunting 
Human Capital Challenges 

FERC’s current workforce will need to undergo a substantial and rapid 
transformation if it is to effectively meet the challenges of regulating and 
overseeing competitive energy markets. Historically, FERC staff operated 
in a highly regulated environment, setting rates for wholesale electricity 
sales based on a utility’s cost to provide the service. The competencies 
required to perform this task are markedly different from the 
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competencies needed to effectively monitor dynamic energy markets. For 
example, to perform cost-of-service rate setting, FERC traditionally 
employed staff with knowledge and skills in finance, economics, 
engineering, and the operations of regulated industries. However, to 
support its responsibilities for regulating and monitoring competitive 
markets, correcting anticompetitive situations, and promoting fair and 
open competition, the Commission needs employees with knowledge and 
skills in the collection and analysis of market data; information 
technology; and market operations, including expertise in market rules 
and structures, competitive pricing, commodity trading, and risk 
management. According to senior F'ERC officials, the agency lacks 
adequate numbers of staff with these competencies and has had trouble 
attracting and retaining such staff. Energy market participants and state 
regulators told us that they are also concerned that FERC staff do not have 
the depth of knowledge and understanding of competitive markets that are 
needed to effectively regulate and oversee the evolving energy industry. 
For example, one former FERC Commissioner now working in the energy 
industry said the skills of FERC staff have fallen behind those of the 
companies that they regulate. Additionally, many of the state regulatory 
bodies that we surveyed expressed a lack of confidence in FERC staff's 
ability to fuUy understand the complexities of the markets it regulates. 

In an effort to increase its staff's knowledge of energy market issues, 
FERC has been providing additional training opportunities. For example, 
FERC more than doubled the training budget for the Office of Markets, 
Tariffs and Rates (OMTR) from fiscal year 2000 to ftscal year 2001 and has 
used contractors to provide staff training on market-related subjects, such 
as derivatives. Despite this increased emphasis on training, the general 
feeling among the staff that we surveyed in OMTR and the Office of the 
General Counsel is that additional, focused training is needed. Our survey 
found that over 80 percent of FERC employees responsible for regulating 
and overseeing energy markets expressed a need for more training in 
market functions and market structures-in particular, they need a better 
understanding of how financial markets interact with energy markets and 
of such issues as trading, hedging, derivatives, and financial instruments. 
In addition, over half of these staff stated that additional training in basic 
economic principles and definitions, economic theory and models, and 
regulatory theory would help them perform their duties (see table 3). 
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Table 3: Percentage of FERC Staff Indicating That Additional Training Would Help 
Them Better Monitor and Regulate Energy Markets, by Type of Training 

Additional Already Does not 
training would proficient in apply or no 

Type of training assist me this area basis to judge 
How financial markets interact with 86% 3% 11% 
energy markets (including trading, 
hedging, derivatives, and financial 
instruments) 
Market structures 84 9 7 
Market functions 81 12 7 
Economic theory/models 60 25 16 
Regulatory theory 55 40 6 
Basic economic 52 39 9 
principles/definitions 
Statistical software packages 41 7 52 

Note: Some rows do not total 100 percent because of rounding. 

Source: GAOs survey of FERC employees. 

FERC has also tried to fill the gaps in its workforce skills by recruiting 
new employees. However, it has been largely unsuccessful in recruiting 
and retaining the highly skilled staff it needs. For example, over the last 
2 years, FERC has tried to fill a total of 49 nonadministrative positions in 
OMTR. However, FERC was only able to fill 25, or 51 percent, of these 
49 positions, and of the positions filled, the majority represented 
reassignments of employees within FERC. There were only 10 new hires 
from outside the agency. Most of these were at the GS-11 level or lower. 
Several higher level positions remained unfilled. 

According to FERC officials and energy industry experts, the Commission 
is unable to recruit the qualified employees it needs mainly because of the 
significant difference between government pay scales and compensation 
in the private sector. Consequently, FERC has historically had trouble 
getting qualified individuals to apply for jobs and subsequently hiring them 
into key market regulation and oversight positions at the mid- and upper 
levels. For example, in fEcal year 2001, FERC advertised an “Energy 
Industry Analyst-(Energy Trader)” position at the GS15, step 10, level, 
which is the highest pay grade and step level available under civil service 
rules and currently pays about $120,000. The position was first listed from 
October 31 to November 30,2000, but garnered only three applicants 
meeting initial qualifications, and FERC hiring officials did not find any of 
these applicants suitable to meet the agency’s needs. When the position 
was re-listed from December 11,2000, to January 11,2001, only one 
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qualified person applied, who was also considered unsuitable for the 
agency’s needs. After listing the position a third time from January 22 to 
February 20,2001, advertising heavily in key markets such as Houston, 
New York, and Washington, D.C., and accepting electronic applications, 
FERC received information from 16 qualified applicants. However, as of 
February 12,2002, the position remained unfiied because, according to 
FERC’s human resource staff, after the interview process the hiring 
officials determined that none of the interviewed applicants met the needs 
of the position. This example clearly illustrates the difficulty that FERC 
has had in hiring people with “real world” experience in competitive 
energy markets, particularly former energy traders. 

To help address its recruitment challenges, FERC has started various 
initiatives to enhance entry-level recruitment. One such initiative is 
FERC’s summer intern program, which began in fiscal year 2001. Of a total 
of 27 interns who participated in the program, 5 were offered permanent 
positions and 4 had accepted as of February 2002. FERC plans to expand 
participation in the program to 40 interns and increase to 12 the number of 
interns hired into permanent positions for fiscal year 2003. While these 
positions will help build a future FERC worHorce, they do not address the 
immediate and compelling need that the agency has for experienced and 
trained market regulation and oversight staff at mid- and upper levels. 

FERC is taking extra steps to retain its newly hired staff by helping them 
to more quickly become familiar with their duties and responsibilities and 
the agency’s operations. Recently, FERC implemented a mentoring 
program designed to guide new employees in their career development 
and enable them to more quickly gain institutional knowledge from more 
experienced staff. Additionally, new employees in several offices 
participate in a series of orientation sessions, offered fmt by human 
resources staff and later by their program office. These sessions help new 
employees understand how FERC functions, what its regulatory priorities 
are, and what is expected of them. 

FERC is also challenged in retaining its highly skilled and experienced 
employees. Although FERC has an overall low rate of attrition (an average 
of 7 percent per year since 1995), some managers said that key employees 
are leaving to join private sector energy firms. They said that FERC 
employees are attractive to the industry because of their knowledge of the 
regulatory process. In fiscal years 2000 and 2001, OMTR had 15 
separations, 13 of which were in upper level positions; of these, 7 staff 
listed “taking a job in the private sector” as the reason for their 
resignation. Of the remaining six employees, three said that they were 
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relocating or transferring to other federal agencies, and three did not give 
a reason for leaving. 

Another human capital challenge for FERC is the impending retirement of 
a large portion of its staff (see fig. 5). Over onequarter of FERC’s 
employees will be eligible for retirement by 2005. Many of the employees 
who will be eligible to retire by 2005 have 20 years or more of government 
service; are highly educated and trained; and are knowledgeable about the 
Commission’s policies, procedures, and workload. While the departure of 
so many staff creates opportunities for FERC to realign its workforce 
skills to better match its needs for the future, it also poses a significant 
loss of institutional knowledge. FERC has to fulfill a dual responsibility: It 
must monitor the emerging competitive energy markets while it continues 
to provide traditional cost-of-service regulation for those areas of the 
country that are not undergoing energy industry restructuring. According 
to FERC, this en masse departure of highly qualified and experienced staff 
may adversely affect the agency’s ability to continue to perform high- 
quality traditional regulatory work. 
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Figure 5: Percentage of Employees in Mainstream Occupations Eligible to Retire in 
Fiscal Years 2002-2005 
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Note: Chart reflects retirement eligibility of mainstream occupations as categorized by FERC and 
includes biologists, accountants/auditors, attorneys, energy industry analysts, and engineers. The 
percentages for any given year reflect staff that became eligible to retire in prior years, as well as 
those newly eligible in the year listed. 

FERC Has Not Explored 
the Use of All Available 
civil service mefibilities 

All federal agencies, including FERC, have flexibilities and tools available 
to them to help overcome workforce recruitment and retention issues, 
including flexibilities and tools that (1) can be initiated by federal agencies 
on their own, such as the use of signing and retention bonuses and 
alternative work schedules; (2) require approval from the Office of 
Personnel Management (OPM) or the Office of Management and Budget 
(OMB), such as special salary rates; and (3) require legislative approval, 
such as excepted service positions.' Of these special tools, FERC has used 
recruitment bonuses, retention allowances, tuition reimbursement, and 
alternative work schedules to help resolve some of its human capital 
challenges. For example, according to a senior official in FERC's Office of 

A h d b o o k  entitled Human Resource Flexibilities and Authorities in the Fedeml 
Government is available from OPM and provides information on the various human 
resource flexibilities and authorities available to federal agencies. 
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the General Counsel, FERC has had recent success in offering recruitment 
bonuses and tuition reimbursement to attract new attorneys. FERC may 
be able to further expand the use of these flexibilities by reviewing the 
experiences of other agencies. For example, the State Department is using 
retention allowances to create incentives for learning. It pays retention 
allowances ranging from 5 to 15 percent to certain information technology 
workers who obtain job-related degrees and certifications. OPM reported 
that after 1 year of operation, these retention allowances have helped to 
significantly reduce turnover and increase the skills base of the State 
Department’s information technology workforce. 

According to FERC’s human resource manager, the agency has not yet 
requested any of the other flexibilities and tools available from OPM, 
OMB, or the Congress. For example, FERC has not requested OPM 
approval to establish special pay rates for critical occupations. Special pay 
rates allow an agency to offer rates that may be higher than basic pay rates 
for an occupation or group of occupations. These rates can be established 
nationwide or in specific local areas if it is determined that the 
government’s recruitment or retention efforts would be significantly 
handicapped without these higher rates. Similarly, FERC has not asked 
OMB to establish critical pay authority for its staff. This authority can 
increase the rate of basic pay for a specific position and may be authorized 
for positions that require extremely high-level expertise in a scientific, 
technical, professional, or administrative field or one that is critical to the 
agency’s successful accomplishment of an important mission.’ However, 
critical pay may be granted only to the extent necessary to recruit or retain 
an individual exceptionally well qualified for the position. 

As a final option, federal agencies may also request legislative approval to 
create excepted service positions, which are exempt from the provisions 
of general civil service requirements. However, FERC has not yet fully 
examined the need for excepted service positions and is still in the early 
stages of developing the supporting documentation for this authority. 
Excepted service authority allows agencies to hire staff through a non- 
competitive selection process and provides greater flexibility in setting 
compensation rates. Exceptions may be granted for entire agencies, such 
as the Federal Bureau of Investigation, or for specific positions, such as 
members of the State Department’s Foreign Service. Some agencies, such 

This is subject to the limit on aggregate compensation established by 5 U.S.C. 5307 and 
5 CFR part 530, subpart B. 
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as the Internal Revenue Service, have used flexibilities available within the 
existing personnel system in concert with excepted service authority to 
better tailor their human capital policies and practices to their needs.3 

To better determine how to apply these tools and flexibilities to resolve 
their workforce issues, some agencies have undertaken formal internal 
assessments. For example, the U.S. Mint’s Office of the Chief Financial 
Officer formed a Human Resources Flexibilities Team and conducted a 
two-phase study of the various flexibilities and tools available to, and used 
by, the agency. Phase one of the study included an extensive review of all 
human capital flexibilities available to the U.S. Mint under existing laws 
and regulations. Phase two included an analysis of the U.S. Mint’s use of 
these flexibilities and the development of recommendations to agency 
leadership for increasing the effective use of these flexibilities as 
recruitment and retention tools. FERC management has yet to conduct 
such an assessment for the Commission. 

FERC Lacks a Plan for 
Addressing Its Substantial, 
but Not unique, H~~~ 

While FERC’s human capital problems appear to be overwhelming, they 
are not unique and are, in fact, quite similar to issues affecting other 
federal agencies. A s  we recently reported in our Performance and 
Accountability Series, serious human capital shortfalls are eroding the 
ability of many federal agencies, and threatening the ability of others, to 
economically, efficiently, and effectively perform their mis~ions.~ Our past 
work has shown that agencies such as the Department of Defense, the 
National Aeronautics and Space Administration, and the Nuclear 
Regulatory Commission are struggling as FERC is to maintain the 
workforce skills that they need to fulfii their regulatory responsibilities 
and missions. These struggles are due to problems such as recruiting 
qualified employees, downsizing, and pending retirements by many 
current employees. Given the seriousness of the human capital problem 
facing agencies throughout the federal government, we added this issue to 
our list of federal programs and operations that are at high risk in 2001. 

Capital Challenges 

The Congress, in the Internal Revenue Service (I=) Restructuring and Reform Act, 
authorized IRS to establish up to 40 critical pay positions to attract senior managers with 
special knowledge and skill that IRS would otherwise have been unable to attract. IRS also 
created a broadbanded personnel classifcation and pay system to increase its flexibility in 
rewarding and utilizing managers. 

Management ChaUenges and h g r a m  Risks: A Governmentwide Perspective, GA0-01-241 
(Washington, D.C.: January 2001). 

US. General Accounting Office, Pqformance and Accountability Series: Major 
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Some agencies with human capital challenges comparable to FERC’s are 
beginning to take steps to resolve these issues, and an important first step 
is the development of a comprehensive strategic human capital 
management plan that is linked to the organization’s strategic and business 
plans. For example, the Air Force Materiel Command (AFMC) has taken 
steps toward improving its human capital situation by developing 
comprehensive plans to reshape its workforce and meet its future business 
needs. In light of this detailed effort, AFMC gained a better understanding 
of current and potential workforce gaps and was better able to 
successfully transform its workforce. However, FERC has yet to 
undertake a systematic strategic human capital management planning 
process that can help guide its efforts to recruit, develop, train, and retain 
the type of workforce that can effectively regulate competitive energy 
markets. 

We have also found that high-performing organizations in the public and 
private sectors identify their current and future human capital needs- 
including the appropriate number of employees, the key competencies for 
mission accomplishment, and the appropriate deployment of staff across 
the organization-and then create strategies for filling any gaps that are 
identified from this process. Moreover, high-performing agencies 
aggressively pursue comprehensive succession planning and executive 
development actions to address the potential loss of leadership continuity, 
institutional knowledge, and expertise. This kind of systematic planning 
process is essential to address the breadth and complexity of human 
capital challenges and succession planning issues that are looming at 
FERC. Although FERC senior managers have begun to discuss the issue, 
to date, FERC has not embarked on such systematic planning efforts. The 
only related analysis that FERC has conducted is its June 2001 Workforce 
Analysis, prepared in response to a request from OMB (OMB Bulletin 01- 
07). While this analysis provides both a “snapshot” of FERC’s current 
workforce and some observations on future issues of concern to FERC 
management, it falls short of the detailed planning and assessment that 
effective strategic human capital planning entails. 

As we have recently reported,6 many needed improvements in human 
capital management can be achieved if federal agencies take a more 
strategic and performance-based approach to managing their workforce. 

U.S. General Accounting Office, Managing For Results: Building on the Momentum for 
Strategic Human Capital R e f o m ,  GAO-02-528T (Washington, D.C March 2002). 
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Such an approach would include performing effective workforce planning, 
developing performance goals and measures to address workforce 
challenges, and linking employee performance to results. We recently 
developed a model of strategic human capital management to help federal 
agency leaders better manage their organizations’ most important asset- 
their people. The model is designed to help agency leaders effectively use 
their people and determine how well they integrate human capital 
considerations into daily decision-making and planning for the program 
results they seek to achieve. 

Because the transition to modern performance management will require 
changes in management systems and organizational cultures that often 
take years to implement, it will also require long-term commitment on the 
part of agency leaders and managers. To accomplish this, agency leaders 
need to commit their organizations to valuing and investing in their 
employees, empowering and providing the employees with the tools to do 
their best, and implementing modern performance management and 
incentive systems to focus their efforts on achieving agency missions and 
goals. However, we have found that the lack of continuity in leadership 
often hampers these efforts at many agencies. As discussed earlier in this 
report, FERC has had four different Chairs in the past 5 years. This 
constant change in leadership, coupled with the demands for management 
attention to resolve other issues such as the California energy crisis, has 
diverted FERC’s attention from aggressively addressing its human capital 
challenges. 

FERC’s current organizational structure cannot ensure that the emerging 
energy markets are adequately monitored, because the structure does not 
give adequate priority and attention to FERC’s market monitoring 
function. At FERC, the market monitoring function is currently assigned to 
two of the nine divisions within OMTR. These two divisions-Market 
Development and Market Information-compete for resources and 
management attention with the other seven, which are mostly responsible 
for analyzing case filings and applications from the electricity and natural 
gas industries. This casework has historically been, and continues to be, 
FERC’s principal mechanism for regulating the activities of energy 
industry participants. FERC is required to complete its work on most of 
these cases within legislatively set time frames, such as 30 or 60 days. 
Consequently, casework demands may receive a higher priority than 
general market monitoring activities. 

FERC’s 

Structure Limits Its 
Organizational 

Effectiveness 
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In addition, having the market monitoring and casework functions within 
the same office hampers effective communication between FERC’s market 
monitoring staff and industry participants. Under FERC’s rules to ensure 
independence of its process for resolving cases before the agency (known 
as ex parte rules), staff are prohibited from private discussions with 
parties involved in a case pending before FERC. However, many 
companies or organizations (such as ISOs) from which the market 
monitoring staff need to obtain information are likely to have cases before 
FERC at any given time. Consequently, the market monitoring staff may be 
limited in their ability to hold discussions with these companies or 
organizations, as well as with other FERC staff who may be involved in 
case resolution. For example, the Director of Market Analysis for the 
California IS0 told us that because of ex parte rules and FERC’s 
organizational structure it was very difficult for her office to communicate 
directly with FERC’s market monitoring staff during the California energy 
crisis. Instead, she was forced to communicate with FERC staff in other 
offices and hope that they would accurately relay her concerns to the 
appropriate parties within the agency. A former Commissioner also noted 
this barrier, commenting that ex parte concerns hindered information flow 
at FERC and inhibited the agency’s ability to gather market monitoring 
data. 

FERC has recently created a new Office of Market Oversight and 
Investigation that will report directly to the Chairman and will be staffed 
by a multidisciplinary team. The functions of the new office will include 
understanding energy markets and risk management issues, measuring 
market performance, investigating compliance violations, and analyzing 
market data. According to FERC, the new office will have a total of about 
100 staff. About 50 staff members will be transferred to this new office 
from OMTR and the Office of the General Counsel. FERC is requesting 
funding in its fiscal year 2003 budget proposal to hire the other 50 staff 
members. FERC stated that many functions of the new Office of Market 
Oversight and Investigation require expertise that is currently limited at 
the agency. FERC further stated that in order to fulfill its responsibilities, 
the new office will need to augment the agency’s capabilities in several 
areas, including conducting intensive market investigations and 
performing sophisticated market information analysis. However, 
according to a FERC manager, many details about the office and how it 
will carry out its responsibilities have not yet been determined. 

Page 66 GAO-02-666 Energy Marketa 



Chapter 3: FEW Faces Significant 
Management Challenges to Effectively 
Monitor Competitive Energy Markets 

responsibilities for regulating and overseeing competitive markets. The 
challenge for FERC is further complicated by the fact that while the 
agency needs to transform its workforce rapidly and revamp its 
organizational structure decisively to meet the needs of the new energy 
markets, it must also maintain the ability to fullill some traditional 
regulatory responsibilities. Having staff in place with the requisite 
competencies to regulate and oversee traditional and emerging 
competitive markets is essential for FERC to be able to detect and head 
off service disruptions, price spikes, and market abuses similar to those 
that occurred in California and other parts of the West in 2000 and 2001. 
While FERC has taken steps to address its organizational challenges by 
creating a new Office of Market Oversight and Investigation, much 
remains to be done to address the agency’s persistent human capital 
challenges. 

FERC has struggled to recruit and retain highly qualified and experienced 
employees in order to be able to regulate and oversee evolving competitive 
energy markets. However, without having explored the full range of 
personnel tools and flexibilities that could help address these issues, 
FERC cannot determine which of the available tools may be best suited to 
help it achieve its staffing goals. Furthermore, without enhanced training, 
FERC cannot ensure that its staff will have the knowledge and skills 
required to understand and adequately regulate and oversee the 
increasingly complex energy markets. Because of the impending loss of 
institutional knowledge possessed by the large number of staff soon 
eligible to retire, it is also questionable whether FERC will be able to 
effectively provide the traditional regulatory work for which the agency is 
still responsible. 

On a broader scale, without a comprehensive and systematic strategic 
human capital planning process to guide the agency’s efforts to recruit, 
develop, train, and retain staff, FERC will be unable to effectively regulate 
and oversee competitive markets. Although this type of planning takes a 
substantial amount of time and commitment from any agency’s top 
leadership and management, without this high level of attention and 
commitment, FERC will be unable to effectively resolve its human capital 
problems. Our model of strategic human capital management should prove 
helpful to FERC as it moves forward in its planning efforts. 
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Recommendations for 
Executive Action 

To help ensure that FERC has the mix of staff skills and expertise that it 
needs to effectively carry out its regulatory and oversight responsibilities 
for emerging competitive energy markets, we recommend that the 
Chairman, FERC, identify the personnel tools, flexibilities, and strategies, 
other than those already in use by FERC, available to federal agencies to 
recruit and retain employees. A formal internal assessment of the 
effectiveness and applicability of these to FERC, especially for the new 
Office of Market Oversight and Investigation, should be conducted. On the 
basis of this analysis, the Chairman should develop an action plan to use 
the appropriate tools, flexibilities, and strategies to begin to recruit and 
hire needed expertise. The Chairman should also develop an action plan to 
identify and target additional training and development opportunities for 
current staff involved or potentially involved in carrying out FERC’s 
market oversight functions. 

In the longer term, we recommend that the Chairman, FERC, develop a 
comprehensive strategic human capital management plan to guide FERC’s 
efforts to recruit, develop, train, and retain staff knowledgeable in 
regulating competitive markets. The plan should be linked to FERC’s 
strategic and business plans and should include the following: 

a skills assessment program that would identify gaps in skills currently 
held by the workforce that are necessary to carry out the agency’s evolving 
regulatory and oversight responsibilities; 

a recruitment and retention initiative, based on priorities for meeting 
future regulatory and oversight staffing needs, which addresses filling skill 
gaps in the current workforce; 

a training effort targeted at increasing staff knowledge in the areas of 
market functions and market structures, so that FERC staff will be better 
prepared to regulate and oversee competitive energy markets; and 

a comprehensive succession plan for solving challenges posed by the large 
number of impending retirements within the agency, including reliable 
projections of the number of eligible staff who may actually retire. 

In its written comments on a draft of this report, FERC stated that the 
report accurately addresses the human capital challenges that the agency 
faces. It noted that its staff today is better suited to regulate cost-of-service 
rates rather than market-based rates. The agency stated that how it 
replaces the large number of its employees retiring in the near future will 

Agency Comments 

Page 67 GAO-02-656 Energy Markets 



Chapter 3: FERC Fazes Significant 
Management Challenges to EfPectively 
Monitor Competitive Energy Markets 

have a profound effect on its future capabilities. FERC also stated that it 
has made significant progress recently in hiring new employees through an 
aggressive recruitment program and is focusing on the skill sets needed 
for market oversight and investigation. The agency further stated that it 
will explore all the hiring flexibility available to the agency to build a 
world-class oversight staff, drawing ideas from agencies with similar 
regulatory responsibilities over complex and rapidly evolving markets. 
According to FERC, it has already received congressional authorization to 
hire five new senior positions for market oversight and investigation and 
has requested congressional authorization for 50 new positions and 
$5 million in additional funding. FERC said that it is presently reviewing 
existing budget allocations across the agency for further resources. 
Finally, FERC stated that the agency has implemented training programs 
for existing staff and is working to craft more focused training programs to 
build technical and leadership capabilities. While all of these steps will 
help FERC address some of its human capital challenges, we believe that it 
is important for the Commission to have a comprehensive human capital 
management plan to guide these efforts over the longer term. 
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Appendix I: FERC's Principal Strategic Goals 
and Objectives for Energy Markets 

Table 4 shows the Federal Energy Regulatory Commission's (FERC) 
principal goals and objectives relating to its regulation and oversight of 
energy markets, as contained in the 1997,2000, and 2001 versions of its 
strategic plan. 

Table 4: FERC's Principal Strategic Goals and Objectives for Energy Markets 

Version Strategic goals 
1997 Regulate electric transmission and bulk power markets to 

foster the growth of efficient, competitive commodity 
markets and 
protect customers from excessive transmission rates and 
service discrimination. 

Regulate natural gas pipelines to 
ensure that pipeline transportation service supports 
efficient, competitive commodity markets and 
protect consumers from excessive transportation rates 
and service discrimination. 

Strategic objectives 
Efficient. comDetitive markets: Customers will have more 
new probucts'and a reasonable range of suppliers from 
which to choose in both the electric and natural gas 
industries. 

Efficient, competitive markets: Natural gas and electric 
power prices will become more responsive to market 
conditions-that is, prices will reflect changing supply and 
demand conditions more clearly and more quickly. 

Efficient, competitive markets: Natural gas prices within 
each trading region will tend to converge, except to the 
extent that there are demonstrable transportation 
constraints or costs. Wholesale electricity price differences 
will also tend to narrow. 

Efficient, competitive markets: It will be less costly, 
administratively, to transact business on the interstate 
natural gas transportation grid. 

Constraining market power: Market participants will have 
confidence that natural gas markets, electric markets, and 
all transportation services are working efficiently and fairly 
and that market participants are not subject to abuses of 
market power. 
Increase pricing efficiency. 

Promote reliability by using market pricing to encourage 
capacity expansion. 

Nurture competitive market institutions. 
Increase transportation system integration through 
regulatory reform. 
Increase transparency of Commission policies and 
availability of market-related information 
Monitor energy markets. 

2000 Benefit consumers by providing a fair, open, and efficient 
regulatory foundation for competition. Promote innovative, efficiently priced services. 

Constrain market power. 
Detect and respond to all forms of market power. 
Use enforcement and litigation as necessary to remedy 
anti-competitive behavior. 
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Version Strategic goals Strategic objectives 
Resolve disputes quickly and fairly. 

Promote informal procedures to resolve issues, 
especially the use of alternative dispute resolution. 
Target litigation for those cases where it makes sense. 

Remove roadblocks impeding market investment. 

Provide clarity of cost recovery to infrastructure investors. 

2001 Promote a secure, high-quality, environmentally-responsive 
energy infrastructure through consistent policies. 

Proactively address landowner, safety and environmental 
concerns. 

Stimulate use of new technology. 

Promote measures which improve the security and 
reliability of the energy infrastructure. 
Advance competitive market institutions across the entire Foster nationwide competitive energy markets as a -. 

substitute for traditional regulation. country. 

Establish balanced, self-enforcing market rules. ___ 
Improve our understanding of energy market operations. Protect customers and market participants through vigilant 

and fair oversight of the transitioning energy markets. 
Assure pro-competitive market structures. 

Remedy individual market participant behavior as needed 
to ensure just and reasonable market outcomes. 
Attract, train, and retain staff to fulfill the strategic plan. Efficiently administer the agency’s resources to accomplish 

the agency’s goals. 
Manage information technology to better serve the public 
and streamline work processes. 

Communicate our activities more clearly with customers, 
elected officials, and industry. 

Integrate agency business planning and budgeting 
processes. 

Build strong partnerships with all stakeholders, particularly 
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This appendix contains the questions and responses from our survey of FERC 
employees in the Office of Markets, Tariffs and Rates and staff in the Office of the 
General Counsel's sections for Markets, Tariffs, and Rates and Market Oversight and 
Enforcement. Responses are expressed as a percentage of those responding to the 
survey. 
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United States General Accounting OfRce A - 
----av-hmmY*Mar* .o-- Survey of Federal Energy Regulatory e 

Commission Employees 
Introduction 

The U.S. General Accounting off ice (GAO), an 
independent agency of Congress, is conducting a review of 
management issues at the Federal Energy Regulatory 
Commission (FERC). As part of our study, we are 
soliciting the news of the FERC staff  in the Office of 
Markets, Tariffs, and Rates and related sections of the 
Office of General Counsel to obtain their opinions about a 
variety of topics relating to the work of the FERC. 

Most of the questions in this questionnaire can be answered 
by checking boxes or fdhg in blanks. Space has been 
provided at the end of the survey for any additional 
comments. The survey should take about 30 minutes to 
complete.. 

GAO will take steps to prevent the disclosure of 
individually identified data from this survey. Only GAO 
staff assigned to this study can access and new your 
responses. No one at the FERC will see your individusl 
responsea. The PIN number associated with the survey is 
included only to allow you to access the survey and enter 
your responses, and to aid us in our follow-up efforts. 
Survey results will be reported in summary form. If 
individual answers are discussed in our report, no 
information will be included that could be used to identify 
individual respondents. 

If you have any questions, please call Elizabeth Erdmann at 
(202) 5 12-81 13 or send e-mail to erdmanne@.m .eov. 

Your participation is very important and we urge you to 
complete this survey. W e  cannot provide meaningful 
information to the Congress on these issues without your 
frank and honest answers. 

Thank you for your time and assistance. 

Please refer to the fobwing ddmitions when completing this survey: 

FERC -Refers to the agency as a whole, not any particular office, division, group, or team, or the Oflice of 
General Counsel. 

Oftice - Refers to the Office of Markets, Tariffs, and Rates (OMTR) or the office of General Counsel (OGC). 

DivisiodSeetion - Refers to a division within the Office of Markets, Tariffs, and Rates, such as the Division of 
Tariffs and Rates, the Division of Market information, or the Division of Market Development or 
a section within the Office of General Counsel such as Markets, Tariffs, and Rates or Market 
Oversight and Enforcement. 

Group - Refers to the group within a single division of the Office of Markets, Tariffs, and Rates, such as the 
West Group I, the Market Development Group, or the Information Analysis Group. 

1 
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BACKGROUND INFORMATION 

The objective of this section i s  to obtain general information about your current position with FERC. 

1, How long have you beem employed by FERC, including its predecessor, the Federal Power Commission? (enter 
number ofyears If less thun 6 month, enter 0.) 

Mean = 14.91 years 

2. In which division in OMTR or section in OGC do you work now? (Check om.) 

43% Division of Tariffs and Rates 
9% Division of Market Development 
6% Division of Market Information 
10% Division of Litigation 
6% Division of Policy, Innovation, and Communication 
3% Office of the Chief Economic Advisor 
3% Division of Issue Identification and Resolution Management 
6% OGC Section of Market Oversight and Enforcement 
14% OGC Section of Markets, Tariffs, and rates 

3.  In which office did you work before the FERC First reorganization, which occurred in 1998? (Checkone.) 

36% Ofice of Electric Power Regulation 
25% Office of Pipeline Regulation 
7% Office of Economic Policy 
3% Ofice of the Chief Accountant 
2% Office of Enforcement 
13% Office of General Council 
5% Other (please specify) 

9% Was not employed by FERC prior to the 1998 reorganization 

4. Which of the following generally describes your current area of work? (Chec&one.) 

4% AccountantlAuditor 
8% Economist (Industry, Financial, etc.) 
5% Engineer (Electrical, Mechanical, Petroleum, etc.) 
55% Energy Indushy Analyst 
3% Other Analyst (Financial, Budget, Operations Research, Program, etc.) 
2% Information Technology Specialist 
20% Attorney 
3% None of the above (please specify) 

2 
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ORGANIZATIONAL EFFECTIVENESS 

The objective of this section is to obtain information about FERC’s effectiveness in meeting its mission, goals, and 
objectives. 

5. In general, how clear or unclear to you are each of the following? (Check one box in each row.) 

Very Somewhat Somewhat Very No 
clear clear unclear unclear basis to 

(1) (2) (3) (4) judge 
a) FERC’s overall missiodgoals and objectives 40% 45% 9% 5% 2% 

b) Your omce’s goals and objectives 31 40 21 7 2 
c\ Your division’s QO& and obiectives 38 34 17 9 2 

d) Your group’s goals and objectives I 40 I 31 I 14 I 10 I 5 
e) Your current duties and responsibilities I 52 I 29 I 13 5 1  0 

6. In general, how effective or ineffective is FERC in doing the following? (Check one box in each row.) 

V y  Somewhat Neither Somewhat Very. 
effective effective effective ineffective incffccnve 

nor 
inetYective 

(1) (2) (3) (4) (5) 

supply and delivery (transmission) 9% 34% 15% 11% 7% 
a) Promoting sufficient electricity 

infrastructure 

markets 

transmission in interstate commerce 

in interstate commerce 

markets 

13 40 10 10 I 

20 40 8 8 5 

42 10 10 6 13 

5 21  16 16 12 

b) Promoting competition in electricity 

c) Regulating wholesale electricity 

d) Regulating wholesale electricity sales 

e) Monitoring wholesale electricity 

19 27 11 6 3 

32 8 4 4 21 

24 34 6 3 3 

f) Promoting sufficient natural gas 
supply and delivery infrastructure 

g) Promoting competition in natural gas 
markets 

h) ReguIating interstate natural gas 
transportation 

i) Monitoring natural gas markets 8 24 15 8 I 
j) Other -Please specify: 

I I I I I 

3 

- 
No 
basis 

to judge 

(a) 

23% 
- 

19 

19 

19 
- 

23 

35 

33 

30 
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7. More specifically, with regard to regulation and oversight of wholesale electricitv markets, overall, how effective or 
ineffective is FERC in doing the following? (ChecR one box in each row.) 

Cost-of-Service Rates 
a) Establishing just and reasonable cost-of- 

service wholesale eledricity prices 
b) Gathering data to establish just and 

reasonable cost-of-service wholesale 
electricity prices 

c) Analyzing data to establish just and 
reasonable cost-of-service wholesale 24 30 8 7 4 21 

9% 30% provide competitive, well-functioning 
wholesale electricity markets that produce 
just and reasonable rates 

b) Gathering data to determine whether 

are just and reasonable 
c) Analyzing data to determine whether 

market-based wholesale electricity rates 5 23 

market-based wholesale electricity rates 6 21 

are just and reasonable I I -  I I I I I 1  

* *  , s .  . I ) s ,  ,, . *e.,, . 
I.. r 

.I* * M e r  M8rkeI Issues g .// .... 
5% 21% 1  YO 21% 16% 22% a) Detecting market power abuses in 

wholesale electricity markets 

27 13 17 14 21 b) Correcting detected market powex abuses 
in wholesale electricity markets 

c) Identifying problems concerning 
wholesale electricity market structure and 10 31 13 16 11 19 
rules 

d) Remedying problems concerning 
wholesale electricity market structure and 7 29 17 17 11 
rules 

e) Resolving complaints and disputes among 
electricity market participants quickly and 13 36 12 13 6 
fairly 

f) Enforcing violations of FERC’s 
requirements relating to wholesale 6 26 15 12 10 
electricity sales 

g) Other - Please specify: 

I I I I I I I 

4 
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8. More specifically with regard to regulation and oversight of interstate natural eas transoortation, overall, how 
effective or ineffective is FERC in doing the following? (Check one box in eoch row.) 

V y  Somewhat Neither Somewhat Vezy, No 
effechve effective effective ineffective ineffectwe basis 

nor to judge 
ineffective 

1% 42% a) Establishing just and reasonable cost- 27% 23% 6% 2% 
Of-SeTVi'X natural gaS price8 

b) Gathering data to establish just and 
reasonable costsf-service rates for 23 26 5 5 1 41 
interstate natural gas transportation 

c) Analyzing data to establish just and 
reasonable costsf-service natural gas 27 23 3 4 1 42 

Market-Based Rates 

&ctioning n a k  gas markets 
b) Gathering data to determine whether 

market-based rates for interstate natural 
gas transportation are just and 
reasonable 

c) Analyzing data to determine whether 
market-based rates for interstate natural 
gas transportation are just and 

31 8 6 5 41 

27 11 5 5 41 12 

requirements relating to natural gas 

5 
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9. Would you agree or disagree with the following statements as they relate to various issues in FERC? (Check one box 
in eoch row.) 

Strongly Agree Neither Disagree Saongly No 
agree agree nor disagree basis 

disagree to judge 

Continued 

6 
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9.( Continued) Would you agree or disagree with the following statements as they relate to various issues in FERC? 
(Check one box in each row.) 

Strongly Agree Neither Disagree Strongly No 
agree nor disagree basis 

When answering the next question, please recall how we defined divisiodsection earlier in the survey: 

Division/Section -Refers to a division within the Office of Markets, Tariffs, and Rates, such as the Division of 
Tariffs and Rates, the Division of Market Information, or the Division of Market Development or 
a section within the Office of General Counsel such as Markets, Tariffs, and Rates or Market 
Oversight and Enforcement. 

10. Thinking about your 
statements? (Check one box in each row.) 

division in OMTR or section in OGC, would you agree or disagree with the following 

7 

Page 78 GAO-02-656 Energy Markets 



~~~ ~~ 

Appendix II: GAO Survey of Current FERC 
Employees in Selected Offices 

11. In your opinion, to what extent, if at all, would each of the following help you perfom your job duties better? 
(Check one box in each row.) 

I I I I I I I 

12. In your opinion, would additional training in the following subject areas assist you in better monitoring or regulating 
energy markets? (Check one bar in each row.) 

I a) Basic economic Princiuleddefmitions 
b) Economic theory/models 
c) Regulatory theory 

1 d) Market functions 

SAS or SPSS 

interact with energy markets (including 
trading, hedging, derivatives, and 
f m c i a l  instruments). 

h) Other - Please specify: 

Additional 

would asstst 
me greatly 

(1) 
14% 

training, 

14 

17 

32 
33 

11 

37 

I 

8 

mining 

38% I 39% I 6% 
46 I 25 12 
3 8 1 4 0 1 3  
49 12 I 4 
51 I 9 1 4 

30 I 7 1 35 

4 9 1 3 1 1  

17 

4 
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a) Communication between the Chairman 
and my divisiodsection 

b) Communication between the 
Commissioners (not including the 
Chairman) and my division in OMTR or 

MORALE AND WORK ENVIRONMENT 

The objective of this section is to obtain your views on morale and the general work environment at FERC. 

13. Overall, how would you characterize the current level of morale in your divisiodsection? (Check one.) 

2% Veryhigh 
27% Generally high 
30% Neither high nor low 
24% Generally low 
17% Verylow 

20% 11% 7% 26% 26% 

6 22 22 14 6 30 

1% No basis to judge 

14. Specifically, how satisfied or dissatisfied are you with each of the following as they relate to your current work 
environment? (Checkone bar in each row.) 

c) Comm~cationbetweenmyoffice’stop 1 ,, 1 74 l ?  

Somewhat 9uaUy Somewhat Very No 
satisfied sahsfiedas dissatisfied dissatisfied basis 

dissatisfied to judge 

IS 14 22 
management and my division 

d) Communication between different 
divisiondsections within my office 

e) Communication between groups within 
my divisiodsection 

f) Communication with offices other than 
my own 

g) Communication between management of 
different offices 

h) Communication with groups outside 

-.  _- -- - .  _- _- 
9 24 20 24 14 9 

29 21 14 10 7 2o 

28 24 20 14 11 

17 19 18 13 28 

4 21 28 10 10 28 

b) Cooperation between group within my 
division in OMTR or section in OGC 

c) Cooperation with offices other than my 

d) Cooperation between management of 
different ofices 

e) Cooperation with groups outside of 
FERC 

Owll 

8 

6 

34 19 16 5 8 

29 26 20 7 12 

20 23 15 10 25 

23 25 7 7 31 

Continued on next page. 
9 
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14. (Continued) Specifically, how satisfied or dissatisfied are you with each of the following as they relate to your 
current work environment? (Check one box in each row.) 

at FERC 

directly receive 23 31 17 15 12 2 b) Leadership/supenkion that you 

14 22 23 30 6 c) Organizational changes within my 
office 

' performance in my division of 11 26 19 20 19 5 
OMTR or section in OGC 

c) Other - Please specify: 

I I I I I I I 

15. W i g  about the issues covered in the previous question concerning your current work environment, overall, bow 
satisfied or dissatisfied are you with your work environment at FERC? (Check one.) 

1 1% Very satisfied 
39% Generally satisfied 
23% Equally satisfied as dissatisfied 
20% Generally dissatisfied 
7% Very dissatisfied 

10 
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FERC FIRST 

The objective of this section is to obtain your views on the FERC First initiative. 

16. Were you employed by FERC before the FERC First reorganization, which occurred in 19981 (Check one.) 

87% Yes -B Continue wi!h question 17. 

13% No -b Skip to question 22, Comments. 

17. To what extent, if at all, do you believe that the efforts to implement FERC First improved FERC‘s ability to 
effectively monitor or regulate energy markets overall? (Check one.) 

0% To a very great extent 
4% Toagreatextent 
17% To a moderate extent 
25% To some or little extent 
49% To no extent 

6% No basis to judge 

18. To what extent, if at all, do you believe that the efforts to implement FERC First have improved your ability to 
perform your job duties? (Check one.) 

2% To a very great extent 
4% To a great extent 
12% To a moderate extent 
17% To some or little extent 
63% To no extent 

1% No basis to judge 

19. F’rior to the FERC First reoreanization, which of the following was your w a  of primary focus? (Checkone.) 

42% Gas 
49% Electricity 
9% Other -Please specify: 

20. AAer the FERC First reorsmization. which of the following is your area of primary focus? (Check one.) 

17% Gas 
38% Electricity 
39% Both gas and electricity 
6% Other -Please specify: 

11 
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21. In your opinion, to what extent, if at all, has your work focus changed as a result of the FERC First reorganization? 
(Check one.) 

15% Changed to a very great extent 
15% Changed to a great extent 
24% Changed to a moderate extent 
24% Changed to little or some extent 
24% Has not changed at all 

Please explain your respouse 

COMMENTS 

22. If you have any additional comments relating to any of the issues raised in this questionnaire, please enter them in the 
space provided. 

23. If you have any additional suggestions not noted elsewhere on this questionnaire about how FERC, OMTR or O W  
can improve operations, please enter them in the space provided. 

Thank you for your assistance. 

12 
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FEDERAL ENERGY REGULATORY COMMISSION 
WASHINGTON, DC 20426 

OFFICE OF THE CHAIRMAN 

May 3 1,2002 

Mr. Jim Wells 
Director, Natural Resources and Environment 
United States General Accounting Office 
Room 2T23 
441 G Street, NW 
Washington, DC 20548 

Dear Mr. Wells: 

Thank you for your letter of May 16,2002, enclosing your draft report of Energy 
Markets: Concerted Actions Needed by FERC to Conjhont Challenges That Impede 
Eflective Oversight. I appreciate the opportunity to comment on this report and 
congratulate you on your effort. 

In general, I agree with the conclusions of your report. The Commission's internal 
restructuring to support its new market oversight role has not kept pace with the speed of 
energy industry restructuring. Your recommendations of how to meet the challenges that 
lay ahead are consistent with our current direction. Since I became Chairman in 
September 2001, the Commission has taken aggressive measures to address the key 
challenges we face - ensuring adequate infrastructure for our Nation's energy industries; 
fostering nationwide competitive energy markets with balanced rules; and developing 
vigilant market oversight to ensure. that energy markets are competitive, efficient, and 
fair. I appreciate this opportunity to suggest that our current efforts are paying off, and 
we have a plan that is ready to implement the additional resources and statutory authority 
that have been identified in this report. 

I agree with your report's conclusion that we have not yet done all we can to 
oversee energy markets. Despite a long-standing recognition that we needed to develop 
the information, procedures and staffing to oversee markets, as of the time of your 
assessment, the Commission had not previously focused its efforts clearly enough to 
succeed. That has now changed. In January 2002 we launched a new Office of Market 
Oversight and Investigation (OMOI) to oversee and assess the fair and efficient 
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operations of electric power and natural gas markets. The new office, under the 
leadership of its first director, William Hederman, will be up and running in August, 
2002. Its job will be to understand energy markets and risk management, measure market 
performance and analyze market data with an eye to recommending market 
improvements, investigate compliance violations, and, where necessary, pursue 
enforcement actions. The office: 

- 
will report directly to me and my fellow commissioners, 
will bring together all of the staff devoted to oversight and enforcement in one 
place, and 
will receive the resources it needs to restore and maintain the integrity of our 
nation's energy markets. 

Your report accurately addresses the human capital challenges that we face. 
Today's staff is better suited to regulate cost-of-service rates than market-based 
regulation. By 2005 one quarter of our employees will be eligible to retire and half will 
be eligible for early out retirement. How the Commission replaces these employees will 
have a profound effect on the future capabilities of the agency. We have made significant 
progress recently in hiring new employees through an aggressive recruitment program. 
We are focusing on the skill sets we need for market oversight and investigation, and we 
will explore all the hiring flexibility available to us to build a world-class oversight staff, 
drawing ideas from agencies with similar regulatory responsibilities over complex and 
rapidly evolving markets. We have already received Congressional authorization to hire 
five new senior positions for market oversight and investigation and I have requested 
Congressional authorization for 50 new positions and $5 million in additional funding. 
We are presently reviewing existing budget allocations across the agency for further 
resources. Finally, we have implemented training programs for existing staff and are 
working to craft more focused training programs to build technical and leadership 
capabilities. 

I agree with your report's conclusion that the Commission's ability to develop, 
regulate and oversee competitive energy markets could be enhanced with new statutory 
authority and guidance from Congress on the agency's appropriate role in these markets. 
As your report indicates, the Commission has often struggled to find market solutions 
while operating under legislative authority designed for regulated monopolies with cost- 
of-service rates. Additional statutory authority is needed, particularly in providing the 
Commission with the ability to assess administrative penalties for violations of the law or 
Commission rules. Congress could also strengthen the Commission's ability to create 
competitive wholesale markets by clarifying the Commission's authority to order the 
formation of RTOs. 
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I have enclosed a summary of the Commission's current efforts to address issues of 
market oversight, human capital and legislative authority. 

Thank you for your insight and recommendations on how we can improve our 
efforts to regulate and oversee electricity, natural gas and oil pipeline markets. I 
appreciate the hard work your staff put into this report and hope it will enable us to obtain 
the resources and authority needed to face the challenges before us. Thank you again for 
the opportunity to comment on your report. 

A t  Wood, I11 
Chairman 

Enclosure 
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Attachment: Recent FERC Market Oversight Initiatives 

Our current Strategic Plan, adopted on September 26,2001, explicitly recognizes 
the need to provide vigilant, fair oversight of energy markets as one of the three major 
substantive challenges we face in the next decade. The past two years have made it 
abundantly clear that emerging energy markets can be subject to both abusive actions by 
individual companies and more general system dysfimctions. The agency must recognize 
such problems rapidly and respond to them quickly and cogently to make wholesale 
markets work for the Nation's energy customers. 

Following the Strategic Plan, in January 2002 we created a new Office of Market 
Oversight and Investigation to meet the challenge. This Office represents a fundamental 
break with the past. It will: 

Concentrate all of our ovaight and investigation functions in one place. This will 
avoid the diffusion of effort that the GAO report observes as one of the problems 
of the past. 

Report directly to the Chairman and provide information directly to all of the 
Commissioners on a regularly scheduled timetable. This status provides for 
executive leadership and regular input into the thinking of our decision-makers. 

Have the resources it needs to do the job. We have requested $5 million, 50 full- 
time equivalents, and the authority to hire 5 new senior (SES or SL) staff for 
market oversight in our FY 2003 budget. We have already hired an expert in the 
energy and financial industries to set up and run the new office. 

The new Office will be operational in August 2002. We have developed 
preliminary versions of how it will work a mission and function statement, an 
organizational design and a comprehensive list of the services and products the Office 
will produce. These plans are attached. In light of various findings in the GAO report, 
three aspects of the new Office's products deserve highlighting. It explicitly includes: 

Monitoring of markets in regions where no market monitors are in place at 
Regional Transmission Organizations (RTOs) or Independent System Operators 
(ISOs), and working closely with market monitors of RTOs and ISOs where they 
do exist. 

Providing advance warnings of problems that can be anticipated and timely 
responses to those that cannot. 
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Developing and publishing market performance measures as a key product in the 
overall market oversight program. These measures will be a major part of the 
Commission's overall performance measures submitted to Congress every year. 
Unsatisfactory performance will also be traced to its root cause, either market 
design rules, structural features of supply and/or demand, market participant 
behavior, to inform corrective policy action. 

OM01 will greatly improve our ability to oversee and investigate markets. 
However, we have already made significant progress within our old structures. Within 
the past year, our staff: 

Produced and reported studies on infrastructure and transmission constraints in all 
regions of the United States, 
Improved its daily and monthly reporting to the Commission, 
Responded to a large array of special needs for market analysis for various 
Commission proceedings and investigations, 
Increased its access to needed data from industry organizations, RTOs, and 
individual companies, and 
Hired 7 new staff in the markets program area with 9 additional job offers or start 
dates pending, 
Targeted recruitment efforts to needed skill sets, leading to the posting of 10 
vacancy announcements above entry level with 230 applications for these positions 
including many promising candidates. 

A key purpose of market oversight is to identify market problems and propose 
medies. Here, too, we are making progress even before OM01 is established. We saw 
that inconsistent electric market designs create unnecessary transactions costs and market 
designs that fail to recognize realities of the electric grid create opportunities for market 
manipulation. In response, we will issue a proposed rule this summer on standard market 
design (SMD) that will standardize a thorough set of market rules. We saw that non- 
discriminatory and rapid generator interconnection is critical to competition and 
providing adequate infrastructure. In response we issued a proposed rule this spring to 
standardize interconnection agreements. We saw that poor information on market 
conditions leads to illiquid markets and reduced trust in the integrity of the market. In 
response we issued Order No. 2001 requiring the public reporting of pricing and other 
terms of transactions. 

These measures will both greatly reduce the risk of market dysfunction and make 
market monitoring a much stronger part of overall market institutions. Still, the 
experience of the last two years shows that no set of initial plans will be perfect. Our aim 
is to use new rules to make markets work - and to use market oversight and investigation 
to make sure that markets work. 
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Resources 

As the GAO report finds, past Commissions had limited success hiring staff at the 
mid- and upper levels with knowledge of and experience with competitive energy 
markets. Our recent targeted recruiting efforts have generated much greater intenest by 
more promising candidates than in past efforts, providing reason for optimism. We will 
continue to be more creative in our approaches to hiring and retaining needed staff and 
offering wages that are competitive with the private sector. Language in the 
Commission’s current FY 2002 budget appropriation provides additional resources and 
SES/SL positions for this purpose. Since last November, the Commission has been 
working with the Ofice of Personnel Management to gain approval for these positions 
and will continue to do so. I also support legislation to provide the Commission with 
additional recruitment and pay flexibilities, and with exemptions from parts of Title 5 or, 
in the alternative, a demonstration project through OPM. Given the national importance 
of making energy markets work well, OM01 will also appeal directly to the civic- 
mindedness of experts in the relevant disciplines who would be willing to make some 
financial sacrifice to serve the public interest. 

Need for Greater Statutory Authority 

As the report notes, the Commission has ofien struggled to find market solutions 
while operating under legislative authority designed for regulated monopolies with cost of 
service rates. Additional statutory authority is needed in the following areas. 

Congress can help the Commission protect customers against the exercise of 
market power by amending the Federal Power Act to allow the Commission to establish a 
refund effective date that is as early as the date a complaint is filed or initiated by the 
Commission. The Commission relies on Section 2060) of the Federal Power Act for 
refund protections if it fmds that market-based rates are no longerjust and reasonable. 
Section 2060) provides that whenever the Commission institutes a Section 206 
investigation of a rate or charge that may be unjust or unreasonable, the Commission must 
establish a refund effective date. If the investigation is based on a complaint, the refund 
effective date must be no earlier than 60 days after the complaint is filed or initiated by 
the Commission. Permitting the Commission to set a refund effective date as of the date 
a complaint is filed will increase the deterrent effect of refunds by extending the time 
period of possible refunds and give customers a stronger incentive to notify the 
Commission immediately when they perceive manipulation of the electricity markets 
because customers will have access to greater refunds. 

Congress can also increase civil and criminal penalties under the Federal Power 
Act (FPA) and Natural Gas Act (NGA). These changes will provide stronger deterrents 
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to anticompetitive behavior, market manipulation, and other violations of the FPA and 
NGA. Currently, FPA section 3 16A provides for a civil penalty authority of up to $10,000 
per day for violations of Section 21 1,212,213 or 214. These penalties could be 
broadened to all sections of the FPA and increased significantly. The NGA contains no 
provision to allow the Commission to level civil penalties. The Commission supports a 
recent White House proposal to increase the penalty for willfi~l and knowing violation of 
the FPA from the current $5,000 level to $1 million and that the potential prison term be 
increased from two to five years. For a violation of the Commission's regulations under 
the FPA, the White House proposed to increase the penalty from $500 per day to $25,000 
per day. A similar provision could be added to the NGA. 

Finally, Congress can help by clarifying the Commission's jurisdiction with regard 
to RTOs. Since RTOs help solve many of the problems observed in recent experience, 
Congress should clarify the Commission's authority to require RTO membership. 
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OFFICE OF MARKET OVERSIGHT AND INVESTIGATIONS 

Vision 

Vigilant oversight and vigorous enforcement of proper market rules ensure dependable, 
affordable, competitive energy markets to benefit end use customers and other 
participants. 

Mlssion 

Guide the evolution and operation of energy markets to ensure effective regulation and 
protect customers through understanding markets and their regulation, timely identification 
and remediation of market problems, and assured compliance with Commission rules and 
regulations. 

Functions 

Assess market performance through: 

analyzing market structures and proposing policies for improvement; 
acquiring and analyzing public and proprietary information data bases; 
conducting market research and developing market models and simulations; 
analyzing effects of current and proposed regulations, market rules and policy options; 
and 
advising the Commission on the market effects of current and proposed policies. 

Ensure conformance with Commission rules through: 

auditing compliance with Commission rules and reporting requirements; 
investigating actions of market participants; 
facilitating resolution of disputes among market participants and regulated entities; and 
enforcing Commission rules that govern the markets. 

Produce internal and external reports: 

describing the state of energy markets; 
reviewing and analyzing market occurrences and trends; 
providing early warning of vulnerable market conditions; and 
making recommendations on the functioning and governance of energy markets. 
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Q. 
A: 

Q: 

A: 

INITIAL TESTIMONY OF JAMES S. PIGNATELLI 
TRACK A ISSUES 

May 29,2002 

INTRODUCTION. 

Please state your name and business address. 

My name is James S. Pignatelli. My business address is One South Church 

Avenue, Tucson, Arizona 85701. 

What is your position with Tucson Electric Power Company (“TEP”)? 

I am Chairman of the Board, President and Chief Executive Officer. I also hold 

these same positions with TEP’s parent company, UniSource Energy Corporation. 

Please provide us with a summary of your education and employment 

background. 

I received an undergraduate degree in accounting with a minor in 

economics from Claremont Men’s College. I received a Juris Doctor 

Degree from the University of San Diego School of Law and am a member 

of the California State Bar. 

I have worked in the utility industry since my college days, with the 

exception of two years when I was in the military during the Vietnam War. 

I served in various positions at San Diego Gas & Electric Company and 
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Q: 
A: 

Southern California Edison Company in accounting, economics, business 

planning and strategic planning. 

Prior to joining TEP, I served as the Chief Executive Officer of Mission 

Energy, which was the largest independent power producer in the world at 

the time. So, as you can see, my experience and perspectives come from 

working with incumbent utilities as well as independent power producers. 

Mr. Pignatelli, what is the purpose of your initial testimony? 

The purpose of my initial testimony is to personally convey to the 

Commission TEP ’s concerns, observations and recommendations 

regarding how to proceed with Electric Competition in Arizona from 

this point forward. My testimony will be offered in the context of the 

“Track A” issues outlined at pages 1-2 of the Procedural Order dated 

May 2,2002. 

I believe that Arizona has come to a crossroads regarding Electric 

Competition. By saying that Arizona has come to a cross-roads, I mean all 

of the participants in the State’s electric utility industry-the customers, 

utility companies, Commission and even the merchant plant builders and 

energy service providers (“ESPs”) who are looking to come into the local 

market. While some of the participants have expended significant amounts 

of time and money in pursuit of electric competition and have an interest in 
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the outcome of this proceeding, 1 believe that incumbent utilities, such as 

TEP, who are anchored in the State and have the duty as provider of last 

resort for retail customers have the most at risk and will be most severely 

affected by these proceedings. 

I commend the Commission for being willing to evaluate Electric 

Competition as it has evolved to this point in time. I want to encourage the 

Commission to continue to take the necessary steps to thoroughly analyze 

whether Electric Competition is really in the public interest. And, if it is, to 

put in place a framework that will provide real and quantifiable benefits to 

electric service customers. That is why my initial testimony not only 

discusses the Track A issues but - also sets forth some recommendations for 

Commission action. I fully expect and hope that my recommendations will 

be the subject of discussion among the participants to this proceeding 

(including in rebuttal testimony) and will contribute to the public interest, 

namely, an established system for the provision of safe, reliable and fairly 

priced electric service. 

/ 

If the Commission determines that Electric Competition is not in the public 

interest, or should not be implemented at this time, then I encourage the 

Commission to rescind or indefinitely stay the Electric Competition Rules 

and related orders. 
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11. 

Q: 

A: 

SUMMARY OF INITIAL TESTIMONY. 

Please summarize the testimony that TEP will be presenting. 

In my initial testimony I provide the following: 

1. A discussion of the present status of retail electric competition in 

Arizona and how that effects the Track A issues; 

2. A summary of TEP’s proposal for electric competition in the 

h ture  including the Track A issues; and 

3. A discussion of the need for the Commission to grant a variance to the 

A.A.C. R14-2-1606 and A.A.C. R14-2-1615 pending the re-evaluation of 

the Electric Competition Rules. 

In addition to my testimony, TEP - will present the initial testimony of Mr. Steven 

Glaser, Senior Vice-president and Chief Operating Officer of TEP, who will testify 

regarding the steps that TEP must undertake to implement the divestiture of its 

generation assets, the post-divestiture role of the utility distribution company and 

the function of the utility transmission company including how it might interact 

with the Federal Energy Regulatory Commission (“FERC”). Mr. Glaser will also 

address the status of Affiliate Interest Rules and Code of Conduct. 

Mr. Michael DeConcini, Senior Vice-president of Strategic Planning and 

Investment of UniSource Energy Company, the parent company of TEP, will testify 
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regarding the role of the utility generation company, wholesale markets and related 

market power issues. 

Mr. Pignatelli, please describe the present status of retail electric 

competition in Arizona. 

I suppose there is a short answer and a long answer to this question. The 

short answer is that there is very little retail electric competition and no 

residential retail electric competition in Arizona. The promise of “customer 

choice” has not translated into anything meaningful for the retail customer, 

especially the residential retail customer. Similarly, the touted benefit of 

reduced rates has not materialized, other than in the context of voluntary 

reductions agreed to by the incumbent ~ utilities, like TEP, in settlement 

agreements. 

In order to provide the long answer, I think I need to explain my views in 

the context of what has happened in Arizona in the name of “competition”. 

Please explain your view of what has happened. 

TEP has provided a chronology of Commission and egal proceedings 

related to Arizona electric competition in “Tucsor Electric Power 

Company’s First Response to Commission Questions” dated February 25, 
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2002. 

want to talk more about the practical reality of what has occurred. 

I refer to the chronology mindful of its caveats. However, I really 

In the mid 1990s7 the concept of introducing competition into the otherwise 

regulated monopolistic retail electric industry was being discussed in 

several states. During that time, ideas such as “deregulation” and 

“competition” were being raised in Arizona. I believe that these were 

familiar terms to those of us who were involved at the time, but applying 

these economic theories to an existing industry steeped in government 

regulation proved to be extremely complicated. This is supported by the 

number of proceedings, both regulatory and legal, that were spawned by the 

attempts to put a framework for competition in place. 

I believe the result of what has transpired in Arizona to date is more a shift 

in “regulation” than deregulation. And, although we refer to retail electric 

“competition”, there appear to be few, if any, viable competitors. In other 

words, we may have retail competition in name, but not in actuality. 

, 

What do you mean by a shift in regulation? 

I mean that the Electric Competition Rules do not propose to completely 

remove the electric industry from the jurisdiction of the Commission; they 

merely seek to change the way that public service corporations are 

regulated. The Commission’s jurisdiction has been further broadened to 
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A: 

include entities such as ESPs that previously did not do business in 

Arizona. 

Can you provide an example of what you mean? 

Yes, let me refer to several examples. The Commission still requires that 

public service corporations and ESPs receive certificates of convenience 

and necessity from the Commission in order to provide retail electric 

service. Potential power plant builders still must obtain certificates of 

environmental compatibility from the Commission. The Commission 

requires that the incumbent utilities still must act as providers of last resort 

for customers, even those who choose to receive electric service from 

ESPs. The rates that can be charged to customers, including those who 

leave a public service corporation and then return, are still subject to the 

Commission's rate regulation under the Electric Competition Rules. 

Additionally, if generation assets are divested, those assets will still be 

regulated, not by the Commission, but by the FERC. 

~ 

What do you mean that there is not actual retail electric competition in 

Arizona? 

My observation is that, for all intents and purposes, there is no real retail 

electric competition in Arizona. It does not appear to me that ESPs are 

dedicating significant resources to provide a broad range of retail electric 
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service in Arizona. Again, by way of example, I am only aware of two 

ESPs that are doing business in the TEP service territory-and both of 

those ESPs are owned by other incumbent utilities. I believe that at least 

one ESP, PG&E Energy Services, has actually requested, and been granted, 

de-certification in the State. Another ESP, Enron, years ago withdrew from 

residential retail electric competition in California and is not active in 

Arizona. To my knowledge no ESP is actively marketing its services to 

residential retail customers in TEP’s service territory. I am aware of very 

few retail electric customers who have selected direct access service under 

the Electric Competition Rules. And, I am not aware of any concerted 

effort among a significant number of residential retail electric customers to 

support retail electric competition. 
, 

Why do you believe that ESPs are not more active in retail electric 

competition in Arizona? 

I am not sure I know all of the reasons. However, I do believe that it 

is almost impossible to build a viable ESP business plan based upon 

the demographics of the Arizona electric market alone. If you look at 

how each of the states in the western United States is dealing with the 

issue of electric competition, you will find a wide range of 

approaches. But it is safe to say that electric competition is the 
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A: 

exception rather than the rule. I also think it is fair to say that ESPs 

must develop a business plan that will allow them to compete and be 

profitable. In light of the fact that Arizona is virtually alone in the 

Southwest in its ongoing development of electric competition, an ESP 

looking to serve in this area will be limited, to a large degree, to 

Arizona. I do not believe that, at this point in time, the Arizona retail 

electric market in general, and residential retail customers 

specifically, can sustain an aggressive ESP business plan. 

Why do you believe that there is not more of an interest in retail electric 

competition among electric service customers? 

Simply because there is little choice. Without ESPs actively marketing customer 

choice, I believe that the majority of customers do not feel there is much of a 

choice-and they are probably correct. I realize that there is some aggressive 

marketing for Large Commercial and Industrial customers but traditionally, these 

customers have always negotiated the best deal that they could for electric service 

through special contracts. I believe they will continue to do so. I also believe that 

Residential and Small Commercial and Industrial customers are more interested in 

price stability and reliability than choice of suppliers. 

- 
, 
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Do you believe that competition among electric generators is viable? 

I believe that with the proper procedures and safeguards in place, competition 

among electric generators for wholesale sales of electncity can be viable within a 

short period of time. I believe that in order for there to be competition among 

electric generators for retail sales of electricity there first must be an established and 

functioning wholesale market. 

What components do you believe need to be in place in order for the wholesale 

electric market to be compatible with electric competition? 

Mr. DeConcini will address some of these issues in his testimony. I realize that 

many parties are looking into how to develop a manageable wholesale power 

market. Consequently, there i are many different opinions on the subject. 

Complicating matters even more is what action, if any, FERC will take to further 

regulate the wholesale market. I believe that important components of a wholesale 

generation market are (a) a regional structure; (b) participants; (c) transmission 

access; and (d) an organization to operate the regional market; FERC has promoted 

the idea of Regional Transmission Organizations (“RTOs”’) to standardize 

procedures and rules, ensure non-discriminatory access to transmission and to 

provide monitoring. TEP is one of the founding members of WestConnect, LLC, a 

proposed western region RTO. 
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Mr. Pignatelli, the Commission has asked the parties to provide testimony regarding 

its jurisdiction of generation assets that are transferred to a third party entity. What 

is TEP’s position on that issue? 

TEP has provided an explanation of its view of FERC jurisdiction over divested 

generation and transmission assets in “Tucson Electric Power Company’s First 

Response to Commission Questions” dated February 25, 2002 at 53-57. To briefly 

summarize, TEP believes that this issue must be analyzed separately for the 

divestiture or transfer of generating assets and for the divestiture or transfer of 

transmission assets. 

The divestiture of generation asse i by TEP rould not affect FERC’s jurisdiction. 

Under the Federal Power Act, JERC ~ has exclusive jurisdiction to determine the 

“justness” of wholesale rates for electric power. To the extent that the divested or 

transferred generating assets are used to make retail sales of power in Anzona, the 

Commission would have jurisdiction over the inclusion of those sales in rates in 

accordance with Arizona law. To the extent that wholesale sales of energy are 

made from the divested or transferred generating assets, FERC would have 

exclusive jurisdiction under the Federal Power Act to determine the just and 

reasonable rate at which such sales may occur. 

The divestiture or transfer of transmission assets would result in FERC exercising 

jurisdiction over the rates, terms and conditions of any unbundled retail 

11 



1 

2 

4 

5 

6 

7 

8 

9 

10 
0 

11 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

111. 

Q: 

A: 

transmission service that occurs as a result. Under section 201 of the Federal Power 

Act, FERC has jurisdiction over interstate transmission of electric energy. FERC 

has asserted jurisdiction over unbundled retail transmission service, that occurs 

when “a retail transaction is broken into two products [one being energy and one 

being transmission] that are sold separately (perhaps by two different suppliers: an 

electric supplier and a transmission supplier)” in FERC Order No. 888. 

TEP’S PROPOSAL FOR ELECTRIC COMPETITION. 

What is TEP’s proposal for Electric Competition in Arizona? 

Again, let me begin my answer by putting TEP’s position in proper context. I 

believe that one of the most critical components that will influence retail electric 

competition is generation price volatility in the wholesale market. Before a robust 

competitive retail market can exist in Arizona the art of balancing regional supply 

and demand without a regulatory mandate and delivery infrastructure issues must be 

addressed. For its part, the Commission can encourage the development of (a) 

additional generating resources andor  load management, which will be required to 

maintain a regional supply and demand balance; and (b) additional transmission 

infrastructure and new gas pipeline or railroad infrastructure that will be necessary 

to ensure adequate delivery capability to customers and fuel supply to generators. 

Incumbent utilities, such as TEP, should be allowed the flexibility to develop a 

portfolio approach to serving the needs of their Standard Offer customers, which 
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will help mitigate the impact of any short-term price spikes or dips and smooth out 

the average price that the customer pays. Also, when acting as a provider of last 

resort to serve Standard Offer customers, incumbent utilities should be allowed to 

implement purchased power and fuel adjustment clauses in order to mitigate 

unreasonable risk and volatility to their shareholders. 

Do you believe there should be changes in the present Electric Competition Rules? 

I do think that some changes are in order. I believe that in a competitive regime, it 

is appropriate for incumbent utilities to be permitted to divest their generation and 

transmission assets into one or more affiliated companies. The result would be 

separate generation, transmission and distribution affiliates. The generation 

affiliate would be subject t o  FERC jurisdiction for wholesale sales. The 

transmission affiliate would be associated with an established RTO (and subject to 

its policies and procedures). The distribution affiliate would ultimately provide 

electricity and related services to the customer and be subject to the jurisdiction of 

the Commission. 

I also believe that in order to maintain reliability and economic stability, 

competitive bidding should be phased in proportionate to the growth and stability of 

the wholesale competitive market. 
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Q: 

A: 

Q: 

A: 

Do you believe that there should be any limitations on customers who are subject to 

E lec tri c Competition? 

Yes, I do. Because there is no real competition for Residential customers, and 

customers (Commercial and Industrial) with loads under 3 MW, I would propose 

that these two classifications of customers be excluded from electric competition. 

As time passes and electric competition matures, some or all of these customers 

may eventually be included within the scope of competition. These issues are 

addressed in more detail in the testimony of Messrs. Glaser and DeConcini. 

Mr. Pignatelli, do you believe that TEP's Settlement Agreement with parties as 

approved by the Commission should be amended? 

If the Commission retains electic competition materially and substantially in the 

form that it exists today, then I do not think that the Settlement Agreement needs to 

be substantively amended. I do, however, urge the Commission to (a) accept the 

Motion for Clarification of Settlement Agreement dated March 14, 2002 (Exhibit 1 

hereto); and (b) grant the TEP Request for Variance (Exhibit 2 hereto). Basically, I 

think that if the terms of competition remain the same, then TEP can operate under 

the terms of the Settlement Agreement. However, if the Electric Competition 

Rules are materially changed or repealed, then I want to make it clear that TEP will 

reserve its right to negotiate new terms in connection with the new form of 

competition. 

~ 
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IV. 

Q: 

A: 

Q: 

A: 

THE NEED FOR THE COM&lISSION TO GRANT A VARIANCE TO 
A.A.C. R14-2-1606 and A.A.C. R14-2-1615 PENDING THE RE- 
EVALUATION OF THE ELECTRIC CO&lPETITION RULES. 

Mr. Pignatelli, why did TEP request a variance to A.A.C. R14-2-1606 and A.A.C. 

R 1 4-2- 1 6 1 5? 

TEP requested a variance after the Cornmission made it clear that it was going to re- 

evaluate the Electric Competition Rules. On December 5 ,  2001, both Chairman 

Mundell and Commissioner Spitzer filed letters indicating that they wanted to 

revisit the Electric Competition Rules. These were followed up by additional 

correspondence from all of the Commissioners regarding the re-evaluation. TEP 

was concerned that at the same time the Commission was going to be re-evaluating 

the Electric Competition Rules, those very same rules imposed upon TEP the 

obligation to divest its generating assets and to begin to competitively bid its power 

needs by December 3 1, 2002. These are monumental tasks and significant events 

with serious consequences for the future of TEP-and the Commission's 

jurisdiction over TEP's assests. TEP did not feel it was in the public interest to 

proceed with the divestiture and competitive bid process amid the uncertainty of 

what the Commission would do relative to the Electric Competition Rules, so we 

requested that the status quo remain until the re-evaluation was completed. This 

seemed to be the logical course to follow then and it still seems to be so now. 

~ 

Do you believe that a variance still is needed? 

Yes, I do. 
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Q: 
A: 

Q: 

A: 

Why? 

Because we are now in late May and we still do not know what the final outcome 

will be of the Commission's re-evaluation of the Electric Competition Rules. 

Is the variance needed if the Commission completes its review of the Track A and 

Track B issues by October 2 1,2002? 

Yes, it is. I believe that it is extremely optimistic to think that the Commission can 

complete its review of the Track A and Track B issues by October 21, 2002. I am 

not sure it is wise to put such a fast track on the resolution of these important issues. 

There are many differing views among the parties regarding the Track A and Track 

B issues that need to be carefully analyzed and then decided. After the matters are 

resolved generically, TEP believes that the Commission must determine how issues 

such as competitive solicitation will be specifically applied to the unique 

characteristics of TEP, its system and its customers. On May 13, 2002, TEP 

submitted its Track B Proposals which recommended a procedure that would 

resolve the Track A and Track B issues by February 20, 2003. TEP's variance 

would be needed to postpone the compliance deadlines until the Track A and Track 

B issues were decided by the Commission. 

Even if the October 21, 2002 deadline is met, that would leave TEP with a little 

over two (2) months to interpret the final Commission rulings, and implement the 
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divestiture of its assets and complete the competitive solicitation process. I think 

these may be impossible undertakings within such a short time frame. 

Although the parties may disagree as to whether competition is in the public 

interest, I think that everyone will agree that hastily and badly created competition 

can be worse than no competition. Consequently, I am renewing our request that 

the Commission provide us with some certainty and grant the variance until the re- 

evaluation of the Electric Competition Rules has been completed. I should note that 

TEP has already filed testimony to support the variance. If any party wishes to file 

additional testimony regarding TEP’s Request for Variance, it can do so in its 

rebuttal testimony due in this docket. The Commission can then rule on the TEP’s 

Request for Variance within a reasonable time frame. 
, 

TEP RECOMMENDATIONS REGARDING TRACK A ISSUES. 

Mr. Pignatelli, what are your recommendations for Commission action regarding 

the Track A issues? 

Perhaps the best way for me to present my recommendations is to simply list them: 

1. The Commission should issue findings of fact that detail the purported 

benefits of electric competition both on a retail and wholesale basis. 

I believe that the Commission’s re-evaluation of Electric Competition should 

include a review of the basic premise that competition is in the public interest. 

When I think of all of the time and money spent in implementing competition in 

17 



7 

8 

9 

10 

17 

18 

19 

2 0  

21 

22 

2 3  

24 

2 5  

2 6  

2 7  

this State compared to where we are, and when I look at the experience of other 

states such as California, Nevada and New Mexico, I have to question whether 

competition is, in fact, the most appropriate regime for the electric industry. And if 

it is, when is the best time to implement it? I believe that by requiring proponents 

of electric competition to come forward with credible evidence of the anticipated 

benefits of electric competition, the Commission will be in a position to affirm or 

reject what seems to be the presumption that Electric Competition is the best 

manner for providing electric service in Arizona. Findings of fact will also provide 

all participants (and future Commissions) with a tool for measuring the success of 

competition in the future. 

2. 

It is important for the Commission to preserve the status quo of the utilities and of 

its jurisdiction over them during the re-evaluation period. 

3. Adopt TEP's Track B procedural proposal. 

In connection with the grant of TEP's Request for Variance, the Commission 

should carefully proceed, at a measured pace, to analyze all aspects of Electric 

Competition and implement a comprehensive set of rules, policies and procedures 

to bring about real competition. 

4. 

TEP's Track A and Track B testimony. 

In our Track B Proposals filing, we indicated that Track A issues and Track B 

issues are related and should be considered together. In the testimony of Mr. 

Grant the TEP Request for Variance. 

, 

Amend the Electric Competition Rules in Accordance with the proposals in 
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Glaser, Mr. DeConcini, myself and other TEP witnesses that will be filed, we make 

proposals and recommendations for the amendment of the Electric Competition 

Rules. We would urge the Commission to adopt the recommendations and amend 

the Electric Competition Rules accordingly. 

Q: 

A: Y e s ,  it does. 

Does this conclude your initial testimony? 
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BEFORE THE ARJZON3 C.ORPOR4TION COMi\/IISSION 
: .  - .f I ), ) 

- 7 f r !  p - ? !  1 - j  i l .  i‘“ 1 c’ 
WILLIAM A MUNDELL 

JIM IRVIN 

MARC SPITZER 

- r  * - r r  , ,  
CHAIRMAN 

COMiMISS IONER 

COMMISSIONER 

JN THE MATTER OF THE APPLICATION OF 
TUCSON ELECTRIC POWER COMPANY 
FOR AF’PROVAL OF ITS STRANDED COST 
RECOVERY AND FOR RELATED 
APPROVALS, AUTHORIZATIONS AND 
WAIVERS 

IN THE MATTER OF THE FILING OF 
TUCSON ELECTRIC POWER COMPANY OF 
UNBUNDLED TARIFFS PURSUANT TO 
A.A.C. R14-2-1602 et seq. 

TUCSON ELECTRIC POWER COMPANY 
APPLICATION FOR APPROVAL OF ITS 
PROPOSED DIRECT ACCESS SERVICE 
FEES AND ITS PROPOSED AMENDMENTS 
TO ITS RULES AND REGULATIONS. 

IN THE MATTER OF THE COMPETITION IN 
THE PROVISION OF ELECTRIC SERVICES 
THROUGHOUT THE STATE OF ARLZONA. 

Docket NO. E-01933A-98-0471 

Docket NO. E-01933A-97-0772 

Docket No. E-O1933A-99-0729 

Docket No. RE-OOOOOC-94-0165 

MOTION FOR CLARIFICATION OF 
SETTLEMENT AGREEMENT 

Tucson Electric Power Company (“TEP”), Anzonans for Electric Choice and 

Competition (“AECC”), Arizona Community Action Association (“ACAA”) and the 

Arizona Residential Utility Consumer Office (“RUCO”) (sometimes collectively referred 

to as the “Parties”), hereby move the Commission for an order approving a clarification of 

the Settlement Agreement between the Parties approved in Decision No. 62103 (the 
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“Settlement Agreement”), as set forth below. 

fo! lows : 

In support hereof, the Parties state as 

On June 9, 1999, the Parties entered into the Settlement Agreement, which provided 

for resolution of issues necessary for implementing the Commission’s Electnc 

Competition Rules. The Settlement Ageement, with modifications, was subsequently 

approved by the Commission in Decision No 62 103 .The settlement Agreement provided 

TEP the opportunity to recover its stranded costs through the implementation of a 

Competition Transition Charge (“CTC”). Since approval of the Settlement Agreement, 

the Parties have concluded that some clarification of the provisions relating to the 

calculation of the Market Generation Credit (“MGC”) is required to insure complete and 

full implementation of the settlement as intended by the Parties. In particular, Paragraph 

2.l(d) of the Settlement Agreement requires TEP, in calculating the MGC, to use off-peak 

to on-peak price ratios from the California Power Exchange and the Palo Verde NYMEX 

futures price. The California Power Exchange and the Palo Verde NYMEX futures price 

no longer exist, necessitating a clarification to this provision. 

The Parties agree, in accordance with Paragraph 13.2 of the Settlement Agreement, 

that the clarification of the MGC calculation presented herein is consistent with the 

Parties’ intent in entering into the Settlement Agreement and does not change the 

underlymg logic of the MGC calculation. The parties have entered into a Memorandum of 

Understanding that sets forth the clarification of the Settlement Agreement. A “Red-Lined 

Version” of the Memorandum of Understanding is attached hereto as Exhibit 1, and by this 
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reference, incorporated herein. An executed copy of the revised Memorandum of 

LJnderstanding is attached hereto as Exhibit 2, and by this reference incorporated herein. 

The clanfication is as follows: 

(i) Paragaph 2.l(d) of the Settlement Ageernent is clarified by the followin,o: 

a. The monthly MGC amount shall be calculated in advance and 
shall be comprised of both an on-peak value and an off-peak 
value. The monthly on-peak MGC component shall be equal 
to the Market Price multiplied by one plus the appropriate 
line loss (including unaccounted for energy ("UFE")) amount. 
The Market Price shall be equal to the Platts Long-Term 
Forward Assessment for Palo Verde futures price, except 
when adjusted for the variable cost of TEP's must-run 
generation. The Market Price shall be determined thirty (30) 
days prior to each calendar month using the average of the 
most recent three (3) business days of Platts Long-Term 
Forward Assessment for Palo Verde settlement prices. 

b. The off-peak MGC component shall be determined in the 
same manner as the on-peak component, except that the Palo 
Verde futures price will be adjusted by the ratio of the simple 
average of off-peak to on-peak hourly prices from the Dow 
Jones Palo Verde Index of the same month from the 
preceding year. 

c. The MGC shall be equal to the hours-weighted average of the 
on-peak and off-peak pricing components and shall reflect the 
cost of serving a one hundred percent (100%) load factor 
customer. 

(ii) Paragraph 2.1 (e) of the Settlement Agreement is clarified by the following: 

The parties acknowledge that the purpose of the Adder is to estimate 
the cost of supplylng power to a specific customer or customer group 
and stratum relative to the value of the futures price used in the 
calculation of the market price for a one hundred percent (100%) load 
factor. The Adder will be adjusted for each customer class and 
stratum, shall average 4.2 mills and shall be subject to the same line 
loss adjustment outlined in subsection (d) herein. However, the initial 
Adder for any customer shall not be less than 3.0 mills. 
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(iii) Paragraph 2.16) of the Settlement Agreement is clarified by the following: 

Dunn,o a month which must-run generation is provided to meet retail 
load, the Market Price component used in calculating the on-peak 
MGC shall be a weighted average of the Platts Long-Term Forward 
Assessment for Palo Verde futures pnce and the must-run variable 
cost charges that are levied on scheduling coordinators serving retail 
customers in the TEP load zone during that month, consistent with 
AISA or successor transmission organization protocols. 

Wherefore, for all of the foregoing reasons, the Parties request that the Commission 

issue its Order approving the clarification as set forth herein. 

RESPECTFULLY SUBMITTED this lJ5day of March, 2002. 

ROSHKA HEYiSlAii & DEWULF 

a^,??& BY - 
Raymondk. Heyman 

7' Michael W. Patten 
400 N. jth Street, Suite 1000 
Phoenix, Arizona 8.5004-3906 
(602) 256-6100 

Attorneys for Tucson Electric Power Company 

RUCO 

By: 

RESIDENTIAL UTILI OFFICE 
2828 North 
Phoenix, Anzona 85004 
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ORIGINAL + TEN (10) COPIES of the 
foregoing filed b & v ~ h  14, 2002 with: 

Docket Control 
ARIZONA CORPORATION COMMISSION 
1200 West Washington 
Phoenix, Arizona 85007 

COPIES of the foregoing hand-delivered 

March x, 2002, to: 
COMMISSIONER WILLIAM MUNDELL 
ARIZONA CORPORATION COMMISSION 
1200 West Washington Street 
Phoenix, Arizona 85007 

COMMISSIONER JIM IRVIN 
ARIZONA CORPORATION COMMISSION 
1200 West Washington Street 
Phoenix, Anzona 85007 

ARIZONAVS FOR ELECTRIC CHOICE AND 
C 0 &l PE T IT IO N 

Stan B'mes, 
245 W. Roosevelt Street/ 
Phoenix, 55004 

rLRlZONA COitlMUNITY ACTION 
ASSOCIATION 

By: 4 
Mary Ellen Kane 
2627 N. 3rd Street, #2 
Phoenix, AZ 85004 

COMMISSIONER MARC SPITZER 
ARIZONA CORPORATION COMMISSION 
1200 West Washington Street 
Phoenix, Arizona 85007 
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Lyn A. Farmer, Esq. 
Chief ALJ, Hearing Division 

1200 West Washington 
Phoenix, Anzona 85007 

' U \ , L . " L T ' \  A D 17nhl A rnR V V A U  P n R  .,.-...-. A T l n N  CO/!>f!CC!ON 

Christopher Kempley, Esq. 
Chief Counsel, Legal Division 
&UZO N A c 0 RP 0 RATION c 0 MMIS S IO N 
1200 West Washington 
Phoenix, Anzona 85007 

Ernest Johnson 
Director, Utilities Division 
PLRIZONA CORPORATION COMklISSION 
1200 West Washington 
Phoenix, Arizona 85007 

COPIES of the foregoing mailed 
m r ~  h 14 ,2002, to: 

Scott Wakefield, Esq. 
RESIDENTIAL UTILITY CONSUMER OFFICE 
2828 North Central Avenue, Suite 1200 
Phoenix, Arizona 85004 

C. Webb Crockett, Esq. 
FENNEMORE CRAIG, PC 
3003 North Central Avenue, Suite 2600 
Phoenix, Arizona 85012-2913 

Mary Ellen Kane 
Anzona Community Action Association 
2627 N. 3'd Street, #2 
Phoenix, AZ 85004 
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Red-Lined Version 

MEMORANDUMOF UNDERSTANDING 

This Memorandum of Understanding is entered into this - day of November, 
2001, between TUCSON ELECTRIC POWER COMPANY (“TEP”), ARIZONANS FOR 
ELECTRIC CHOICE AND COMPETITION (“AECC”) and RESIDENTIAL UTILITY 
CONSUMER OFFICE (i‘RUCO’’) (also sometimes collectively referred to as the 
“Parties”) . 

A. On June 9, 1999, the Parties entered into a Settlement Agreement, which 
provided for resolution of issues necessary for implementing the Arizona Corporation 
Co m m is s io n ’ s ( ‘ I  Co m miss ion ” ) E I ect ri c C o m pet i t i o n Ru I es . 

B. The Settlement Agreement, with modifications, was subsequently 
approved by the Commission. 

C. The Settlement Agreement authorized TEP the opportunity to recover its 
stranded costs through the implementation of a Competition Transition Charge (“CTC”). 

D. Since the commencement of the implementation of the Settlement 
Agreement, the Parties have concluded that some clarification of the provisions relating 
to the calculation of the Market Generation Credit (“MGC”) is required to insure 
complete and full implementation of the settlement as intended by the Parties. 

In particular, Paragraph 2.1 (d) of the Settlement Agreement requires TEP, 
in calculating the MGC, to use off-peak to on-peak price ratios from the California Power 
Exchange and the Palo Verde NYMEX futures price. The California Power Exchange 
and the Palo Verde NYMEX futures price no longer exists, necessitating a clarification 
to this provision. 

- 

E. 

In accordance with Paragraph 13.2 of the Settlement Agreement, the following 
clarifications set forth the .understanding of the Parties and the Parties agree are 
consistent with the Settlement Agreement and do not change the underlying logic of the 
MGC calculation. 

1. Paragraph 2.l(d) of the Settlement Agreement is clarified by the 
following: 

(a) The monthly MGC amount shall be calculated in advance and shall be 
comprised of both an on-peak value and an off-peak value. The monthly on-peak MGC 
component shall be equal to the Market Price multiplied by one plus the appropriate line 
loss (including unaccounted for energy (“UFE”)) amount. The Market Price shall be 
equal to the -Platts Lonq-Term Forward Assessment for Palo Verde I 
futures price, except when adjusted for the variable cost of TEP’s must-run generation. 

EXHlBtT 1 I 



MEMORANDUM OF UNDERSTANDING 

This Memorandum of Understanding is entered into this - day of 
2002, between TUCSON ELECTRIC POWER COMPANY (“TEP”), 

ARIZONANS FOR ELECTRIC CHOICE AND COMPETITION (“AECC”) Arizona 
Community Action Association (“ACAA”) and RESIDENTIAL UTILITY CONSUMER 
OFFICE (“RUCO”) (also sometimes collectively referred to as the “Parties”). 

A. On June 9, 1999, the Parties’ entered into a Settlement Agreement, which 
provided for resolution of issues necessary for implementing A.A.C.R. 14-2-1 601 et. 
seq. (“Electric Competition Rules”). 

B. The Settlement Agreement, with modifications, was subsequently 
approved by the Arizona Corporation Commission (“Commission”) in Decision No. 
621 03. 

C. The Settlement Agreement provided TEP the opportunity to recover its 
stranded costs through the implementation of a Competition Transition Charge (“CTC”). 

D. Since the commencement of the implementation of the Settlement 
Agreement, the Parties have concluded that some clarification of the provisions relating 
to ,  the calculation of the Market Generation Credit (“MGC”) is required to insure 
complete and full implementation of the Settlement Agreement as intended by the 
Parties. 

In particular, Paragraph 2.1 (d) of the Settlement Agreement requires TEP, 
in calculating the MGC, to use off-peak to on-peak price ratios from the California Power 
Exchange and the Palo Verde NYMEX futures price. The California Power Exchange 
and the Palo Verde NYMEX futures price no longer exist, necessitating a clarification to 
this provision. 

- 

E. 

The Parties agree in accordance with Paragraph 13.2 of the Settlement 
Agreement, that the fol1owin.g clarification is consistent with the Settlement Agreement 
and does not change the underlying logic of the MGC calculation: 

1. Paragraph 2.l(d) of the settlement Agreement is clarified by the 
fo I lowing: 

(a) The monthly MGC amount shall be calculated in advance and shall be 
comprised of both an on-peak value and an off-peak value. The monthly on-peak MGC 
component shall be equal to the Market Price multiplied by one plus the appropriate line 
loss (including unaccounted for energy (“UFE”)) amount. The Market Price shall be 
equal to the Platts Long-Term Forward Assessment for Palo Verde futures price, except 
when adjusted for the variable cost of TEP’s must-run generation. The Market Price 
shall be determined thirty (30) days prior to each calendar month using the average of 



the most recent three (3) business days of Platts Long-Term Forward Assessment for 
Palo Verde settlement prices. 

(b) The off-peak MGC component shall be determined in the same manner as 
the on-peak component, except that the Palo Verde futures price will be adjusted by the 
ratio of the simple average of off-peak to on-peak hourly prices from the Dow Jones 
Palo Verde Index of the same month from the preceding year. 

(c) The MGC shall be equal to the hours-weighted average of the on-peak 
and off-peak pricing components and shall reflect the cost of serving a one hundred 
percent (I 00%) load factor customer. 

2. Paragraph 2.l(e) of the Settlement Agreement is clarified by the 
following: 

The parties acknowledge that the purpose of the Adder is to estimate the cost of 
supplying power to a specific customer or customer group and stratum relative to the 
value of the futures price used in the calculation of the market price for a one hundred 
percent (100%) load factor. The Adder will be adjusted for each customer class and 
stratum, shall average 4.2 mills and shall be subject to the same line loss adjustment 
outlined in subsection (d) herein. However, the initial Adder for any customer shall not 
be,less than 3.0 mills. 

! 3. Paragraph 2.10) of the Settlement Agreement is clarified by the 
following: 

During a month which must-run generation is provided to meet retail load, the 
Market Price component used in calculating the on-peak MGC shall be a weighted 
average of the Platts Long-Term Forward Assessment for Palo Verde futures price and 
the must-run variable cost charges that are levied on scheduling coordinators sewing 
retail customers in the TEP load zone during that month, consistent with AlSA or 
successor transmission organization protocols. 

It is not the intent of the Parties by entering into this Memorandum of Understanding to 
amend the Settlement Agreement, but only to make more clear certain provisions as 
contemplated by Paragraph 13.2 of the Settlement Agreement. 
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EXECUTED ON ih6- Vl1.I  Iq ,2002 

TUCSON ELECTRIC POWER COMPANY ARIZONANS FOR ELECTRIC CHOICE 
AND COMPETITION 

RES1 DENT1 AL UTI LlTY CONSUMER 
OFFICE 

ARIZONA CO MMUNlTY ACTION 
AS SO C 1 AT IO N 
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ILLwiVl A. MUNDELL 
CHBJRL’lAN 

!A rRvm 
COMMISSIOi\l-ER 

*ARC SPITZER 
C OMMIS S IOiuiR 

4 THE MATTER OF TUCSON ELECTRIC 
OWER COMPANY’S APPLICATION FOR A 
‘ARLWCE OF CERTAIN ELECTRIC 
OMPETITION RULES COMPLLNNCE 
IATES. 

. . _  I - .. . . . , , . 

Docket No. E-0193$02- CC-6 f 

TUCSOY ELECTRIC POWER 
CO+lP.ILuY’S FLEQUEST FOR A 
VARI-&h‘C E 

Tucson Electric Power Company (“TEP”), through undersizned counsel, anc 

ursuant to A.A.C. R14-2-16 14.C, respectfully requests that the Arizona Corporatior 

:ommission (“Commission”) grant TEP a variance for the compliance dates set forth i I  

I.A.C. R14-2-1606.8 (“Rule 1606.8”) and A.A.C R14-2-1615.A (“Rule - .  1615.A”) 

ipeci fically, TEP is requesting that the Commissicn ,orant: 

1.  An extension of the compliance date in Rule 1606.B, which 
requires that power purchased by TEP for Standard Offer 
Service “shall be acquired from the competitive market 
through prudent, arm’s length transactions, and with at least 
50% through a competitive bid process”; and 

An extension of the compliance date in Rule 1615.A, which 
requires that all competitive generation assets and competi- 
tive services be separated from TEP. 

2. 

TEP requests that the compliance dates be extended to either: (a) December 3 

2003; or (b) a date six months after the Commission has issued a final order in ‘‘m 
Matter of the Generic Proceedings Concerning Electric Restructuring Issues,” A.C.( 



locket No. E-00000.4-02-005 1 (the “Generic Restruc&nn,o Docket”),‘ whichever is the 

ater date 

Finally, as is discussed more fully herein, althoush TEP does not believe that this 

iequest for a Variance will require a modification of thz TEP Settlement Agreement, TEP 

,equests that, to the extent required, the Commission approve any modification to the 

settlement Agreement approved in Decision No. 62 103 (the “TEP Settlement Agreement”) 

leemed necessary in connection with this Request for a Variance. In support hereof, TEP 

;tates: 

1. BACKGROUND. 

The current version of Rule 1606.B states: 

After January 1, 200 1, power purchased by an investor-owned Utility 
Distribution Company for Standard Offer Service shall be acquired 
from the competitive market through prudent, arms length transactions, 
and with at least 50% through a competitive bid process (the “50% bid 
requirement”). 

Thus, pursuant to Rule 1606.B;TEP will be obligated to purchase at least SO% of the 
. -  

power for its Standard Offer Service through a competitive bid process. 

Rule 16 1S.A states: 

All competitive generation assets and competitive services shall be 
separated from an Affected Utility prior to January 1 ,  ,2001. Such 
separation shall either be to an unaffiliated party or to a separate 
corporate affiliate or affiliates. If an Affected Utility chooses to 
transfer its competitive generation assets or competitive services to a 
competitive electric affiliate, such transfer shall be at a value 
determined by the Commission to be fair and reasonable (the 
generation separation requirement”). < c  

TEP’s request contemplates that all of the issues raised in A.C.C. Docket No. E-01345P 
01-0522 (the “APS Variance Case”), A.C.C. Docket No. E-00000A-01-0630 (the “AISA Case’ 
and the Generic Restructurinz Docket will be consolidated and resolved in the Gener 
Restructuring Docket. In the event that consolidation OF those cases does not occur, then TE 
requests that the six-month period begin only when there are final orders resolving all of the issui 
raised in the APS Variance Case, AISA Case, this case and (he Generic Restructuring Docket. 

I 
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< <  Pursuant to this rule, TEP will be oblisated to separate its competitive generation 

ssets and competitive s e r ~ i c e s ’ ~  by transferrins them to either an unaffiliated party or to a 

eparate corporate affiliate or affiliates. Although these rules originally set a compliance 

late of January 1, 2001, the TEP Settlement Agreement established a new 50% bid 

equirement deadline and generation separation requirement deadline for TEP of December 

1, 2002. (Decision No. 62103 at 14 and Attachment 1 at para. 31 

2 .  THE REQUESTED VARIANCE IS IN THE PUBLIC INTEREST. 

TEP’s variance request is reasonable, limited to a defined period of time and, 

onsequently, in the public interest. TEP’s.requested variance will maintain the status quo 

vhiIe the Commission re-visits the Electric Competition Rules and related issues rather than 

orce TEP to undertake costly and permanent steps that might negatively impact TEP, its 

:ustomers and the Commission’s jurisdiction over TEP’s generation assets. Indeed, the 

50% bid requirement and the generation separation requirement will cause major, and in 

some instances, permanent modifications to TEP7s operations. To implement those 

requirements will require a substantial commitment of  TEP time and resources. . _  To take 

:hese steps at a time when the Commission and interested parties will be re-visiting the 

Electric Competition Rules, which might result in a modification of the 50% bic 

requiremait and the generation separation requircment, Joes.-r,ct seem to be prudent. .. ------.’ 

TEP’s concern about the long-term status of the Electric Competition Rules is basec 

upon recent events that have occurred in connection with the Generic Restructuring Docke 

such as: (a) the comments of the Commissioners regarding the need to re-visit the Electric 

Competition Rules at the December 5 ,  2001 procedural conference in the APS Vananct 

Case; (b) the letters expressing the same sentiment filed by Chairman Mundell an( 

Commissioner Spitzer on December 5 ,  200 1; (c) the comments of Commission Staff filed iI 

response to the APS Variance Case application; (d) the comments filed by the parties an( 

intervenors in response to the December 11,  2001 Procedural Order; (e) Chairma 

Mundell’s letter, dated January 14, 2002, which directed the Chief Administrative Latt 



udge to open a generic docket regarding the Electric Cornpetition Rules and to consolidate 

t with the APS Variance Case and the AISA case and Vv.hich invited interested parties to 

espond to questions regarding Electric Competition; (t) the Commission’s Procedural 

)rder, dated January 22, 2002, which opened the Generic Restructuring Docket; and (x) 
:ommissioner Sptizer’s Ietter dated January 22, 2002 which invited parties to answer 

idditional questions regarding Electric Competition. 

bloreover, given the recent history - and current state - of the western power 

narkets, TEP believes that neither an immediate transition to the 5t)% competitive bid 

.equirement or the generation separation requirement is prudent at this time. 

For example, TEP believes that if it is required to meet the 50% bid requirement, 

30th TEP and its customers will be subject to the follotving negative situations. First, the 

iotential availability of reasonable competitive bids is simply unknown. Today, the entire 

Nestern wholesale power market is in a state of flux. That evolving market - including 

-ecent and ongoing FERC activity, numerous proposed merchant plants and uncertainty 

ibout transmission issues - makes it difficult to evaluate the reasonableness of . _  competitive 

3ids in terms of duration of a contract and other contract terms. 

Second, being obligated to a 50% bid requirement puts TEP at a distinct 

The experience of uti!ities in Cdifornia h a d v a t a g e  in obtaining acceptable bids. 

demonstrated that regulatory obligations placed on retail energy providers (such as TEP), 

can create economic hardships for those providers in an immature competitive market. The 

50% bid requirement potentially could increase the cost of wholesale power to be used foI 

Standard Offer Sewice. 

Third, the California experience confirms the desirability of financially stable utili5 

distribution companies that can provide reliable service. The potential restrictions of thf 

50% bid requirement in an uncertain generation market may subject TEP to unwarrantec 

financial difficulties. 

Fourth, the financial instability of  some po\ver rnarketers raises significant concerns 



1 

2 

3 

5 

6 

7 

8 

9 

10 
o x  2 ;  11 

17 

18 

19 

20 

21 

2 2  

2 3  

24 

2 5  

2 5  

2 7  

TEP is concerned that if i t  is dependent upon obtainin: a significant amount of its power 

?om these sources, i t  may not be able to meet its dup. to provide reliable power to its 

:us tomers. 

Extending the TEP compliance dates will merely allow a timely reconsideration of  

:hese issues and the Electric Competition Rules, as a whole, without requiring TEP to 

xematurely commit to significant changes that may not be required in the future. 

TEP also believes that the variance is appropriate in light of the TEP Rate Case 

Settlement Agreement approved in Decision No. 62 103. Under that settlement, TEP 
xstorners have enjoyed rate reductions since 1999. [See Decision No. 62103 at Attachment 

1 (“Settlement Agreement”), para. 5.11 TEP also agreed to freeze rates at those reduced 

levels through -2008. [Settlement Agreement, paras. 5 .  I, 13.41 However, the TEP 

Settlement Agreement also provides that TEP-may seek to change those rates prior to the 

2nd of 2008 in the event of (i) conditions or circumstances that constitute an emergency or 

cii) material changes in TEP’s cost of service for Commission-regulated services -resulting 

from “federal, state or local laws, re,oulatory requirements, judicial decisions, - .  actions or 

orders. [Settlement Agreement, para. 13.41 TEP is concerned that premature compliance 

with rules that may be changed could cause material changes in TEP’s cost of Standard 

Offer Service and may create emergency circumstances for TEP. The requested compliance 

extension will eliminate that concern while the Commission reviews the Electric 

Competition Rules. 

3. TEP SETTLEMENT AGREEMEENT. 

Although TEP does not believe that the variance will materially modify the TEF 
Settlement Agreement, it recognizes that other parties may argue to the contrary. TO avoid 

any such controversy, TEP further requests that if the Commission determines that the 

variance does modify the TEP Settlement Agreement, then an order be issued approving 

any such modification. Further, TEP has, in good faith, provided ample prior notice of thi: 

filing to the parties to the TEP Settlement Agreement. TEP has conferred with the partie? 
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he TEP Settlement Ageement, informed, them of its intent to file a request For a variance 

1 Drovided them with a copy O F  this pleadins several days pnor to filing it with the 
i 

m i s s i o n .  

4. CONCLUSION 

WHEREFORE, For all of the foregoing reasons, TEP requests th t the Commissior 

sue an order granting TEP's Request for a Variance to the compliance dates for A.A.C 

14-2-1606.B and A.A.C. R14-2-1615.A as set forth herein. 

Respectfully submitted this Bth day of January, 2002. 

ROSHKA HEYMAN & DEWULF, PLC 

Michael W. Patten 
One Arizona Center 
400 East Van Buren Street, Suite 800 
Phoenix, Arizona 85004 

Attorneys for Tucson Electric Power Company 
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Q: 

A: 

Q: 

A: 

Q: 

A: 

Q: 

A: 

REBUTTAL TESTIMONY OF JAMES S. PIGNATELLI 
TRACK A ISSUES 

JUNE 11,2002 

INTRODUCTION. 

Please state your name. 

James S. Pignatelli. 

Did you file initial testimony on Track A issues in this proceeding. 

Yes, I did. 

Do you have any general comments regarding the initial testimony that the parties 

have filed? 

Yes, I do. I believe that the initial testimony reveals some common areas of 

agreement among the majority of the parties. I also believe that the initial 

testimony demonstrates the need for a well-defined procedure for re-evaluating the 

need for electric competition and the Electric Competition Rules. 

What are the areas of agreement? 

The areas of agreement are all predicated on the assumption that the Commission 

will decide to proceed with some form of electric competition in Arizona. So, 

assuming that the Commission determines to proceed with competition, there is an 

overwhelming sense that competition should first be established in the context of 
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11. 

Q: 

A: 

wholesale electric generation. There is very little support for the concept of across- 

the-board retail competition. 

Also, almost every participant recognizes that the divesture and competitive 

solicitation requirements in the Electric Competition Rules need to be modified. 

Consequently, the parties also seem to agree that we should not rush to implement 

electric competition, but we must have a comprehensive and coordinated process to 

review and revise the current Electric Competition Rules. 

DETERMINATION OF THE NEED AND BENEFITS OF COMPETITION. 

What do you mean that there must be a well-defined procedure for re-evaluating the 

need for electric competition and the Electric Competition Rules? 

It seems to me that a philosophical shift has taken place among the parties with 

regards to the scope and benefits of electric competition. Almost all of the parties 

that filed initial testimony now believe that the Commission should focus on 

competition in the electric power wholesale market. I seem to recall that in the mid- 

1990s, when the benefits of electric competition were being presented and debated, 

that the primary advantages were said to be the availability of greater choice and 

lower rates for retail electric customers. I believe that the benefits to the retail 

customer were the primary motivation for the Commission to enact the Electric 

Competition Rules. 

2 
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Q: 

A: 

In my initial testimony I recommended that the Commission re-evaluate the benefits 

of electric competition. My belief that this seminal issue must be analyzed is 

strengthened by the positions of the other parties, who are now urging the 

development of a competitive wholesale market before any retail competition 

occurs. Indeed, it seems to me that the most logical starting point for the 

Commission's re-evaluation of electric competition would be to determine what the 

benefits are and if they outweigh any drawbacks. 

My concern is that there is no procedure in place for the Commission to take 

evidence on this issue. Neither the Track A issues nor the Track B issues address 

the benefits and drawbacks of electric competition. I am not aware of any stage in 

the re-evaluation process where the Commission has provided for the determination 

of (a) whether electric competition, as it is now defined and has been implemented, 

is in the public interest; and (b) what the benefits of competition, as it is now 

defined, will be. 

, 

Mr. Pignatelli, does your recommendation indicate that TEP does not support the 

implementation of electric competition in Arizona? 

No, not at all. TEP has always indicated its support for electric competition that is 

properly designed and implemented so as to meet the public interest. TEP's 

involvement in prior competition-related proceedings and in this docket has 

centered on making sure that all parties have a fair and level playing field and that 

3 
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111. 

Q: 

A: 

there is a realistic and meaningful benefit to Arizona ratepayers. My 

recommendation that the Commission analyze whether electric competition, as it is 

being discussed today, is in the public interest and that the anticipated benefits be 

memorialized is wholly consistent with TEP's prior involvement in the electric 

competition process. In fact, in my initial testimony I also suggest that if the 

Commission proceeds with electric competition, then it should include not only 

wholesale generators but retail customers with loads of 3 MW or greater. 

DIVESTITURE AND COMPETITIVE SOLICITATION. 

Mr. Pignatelli, please summarize your understanding of the parties' positions on the 

divestiture and competitive solicitation requirements of the Electric Competition 

Rules? 
, 

In my initial testimony I addressed the TEP Request for Variance, which seeks to 

temporarily suspend the deadlines for divestiture and procurement of electric power 

through a competitive solicitation process pending the resolution of the 

Commission's re-evaluation of the Electric Competition Rules. I should note that 

Commissioner Spitzer has requested that an Open Meeting be scheduled to consider 

the TEP Request for Variance. TEP hopes that the matter is resolved prior to the 

hearing scheduled on the Track A issues. 

Previously, APS sought a variance from certain provisions of A.A.C. R14-2-1606 

and (in A.C.C. Docket No. E-01345A-01-0822) filed testimony specifically related 

4 



7 

8 

9 

10 

11 0 
0 
2 2  

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

to its request. Commission Staff has indicated that it does not support requiring 

utilities to transfer their assets, but would not object to allowing discretionary 

transfers contingent upon the completion of Commission's market power studies. 

RUCO recommends that if the Commission decides to keep the divestiture 

requirement that the deadline should be postponed until at least January 1, 2004. 

Panda Gila River L.P. recommends that the Commission prohibit the transfer of 

generation assets to affiliates until the affiliates face a competitive challenge and 

believes that the deadlines can be extended. Reliant Resources, Inc. proposes that 

the generation assets be transferred together with an auction for a portion of the 

output of the capacity represented by the transferred assets. 

What does TEP believe the Commission should do with the divestiture and 

competitive solicitation requirements of the Electric Competition Rules? 

Other than to grant the TEP Request for Variance, I do not believe that I can answer 

this question in a definitive manner at this point in the proceedings. The various 

options are obvious. The Commission can abandon the requirements, postpone the 

requirements, modify the requirements or keep the requirements intact. My 

difficulty in selecting an appropriate option to recommend is that I do not know the 

context in which the Arizona electric industry will be operating in the future. 

While TEP has applauded the Commission for undertaking its re-evaluation of 

electric competition, the inherent uncertainty of where this process will ultimately 

5 
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IV. 

Q: 

A: 

lead has placed TEP in a difficult position. The current Electric Competition Rules 

(and the TEP Settlement Agreement) require TEP to divest its generation assets on 

or before January I ,  2003. We have taken steps toward the divestiture. However, at 

the same time, we have been concerned that TEP would spend significant resources 

to divest its generation assets and begin the competitive solicitation process only to 

have the Commission determine that these actions were no longer necessary or 

relevant to the future Arizona electric industry. TEP is not only concerned with the 

economic impact of this scenario, but with the effect that divesting the generation 

assets may have on the Commission's jurisdiction. As I have mentioned previously, 

those reasons are the basis for the TEP Request for Variance. 

The initial testimony has heightened my concern over the uncertainty of the Arizona 

electric market. The parties have submitted a variety of proposals, which could lead 

the Commission to take action, including the repeal or significant modification of 

the divestiture and competitive solicitation requirements. 

~ 

~ 

WHOLESALE ELECTRIC POWER MARKET. 

Mr. Pignatelli, after reviewing the initial testimony, do you believe that the 

Commission should focus on strengthening the wholesale electric generation 

market? 

Yes, I do. As I previously mentioned, the majority of the initial testimony 

concentrated on what needed to take place in the wholesale electric power markets 

6 



1 

2 

4 

5 

6 

7 

8 

9 

10 

11 “ 0  $ a  

17 & 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

Q: 

A: 

Q: 

A: 

in order to implement competition in Arizona. TEP witness Mr. DeConcini 

addressed the topic in his initial testimony and will discuss it some more in his 

rebuttal testimony. 

Is it reasonable to anticipate that under a competitive regime, that electric customer 

rates will remain “cost-based”? 

No, I do not think that it is reasonable to anticipate that. It seems to me that as the 

competitive marketplace develops, customer rates will reflect market forces rather 

than be “cost-based”, which is a ratemaking principle tied to the monopolistic- 

regulated regime. Mr. Glaser, in his rebuttal testimony will address mechanisms, 

such as fuel clauses that might help stabilize the rates that are charged to electric 

customers. 

Does this conclude your testimony? 

Yes, it does 

7 
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Q: 
A: 

Q: 

A: 

Q: 
A: 

Q: 

A: 

INITIAL TESTIMONY OF NlICHAEL J. DECONCINT 
TRACK A ISSUES 

May 29,2002 

INTRODUCTION. 

Please state your name and b ness address. 

My name is Michael J. DeConcini. My business address is UniSource 

Energy Corporation (“UniSource”), One South Church, Tucson, Arizona 

85702. 

What is yo1 r posit ‘ on 7 

15 

5th UniSoi rce? 

I am its Senior Vice President - Strategic Planning and Investments. 

What are your duties and responsibilities at UniSource? 

I am responsible for overseeing our subsidiaries’ involvement with 

wholesale electric markets, fuel contracts and supplies. I am also responsible 

for UniSource’s strategic planning and overseeing its investment 

subsidiaries. 

Please provide a brief summary of your education and work experience. 

I received a Bachelor of Science degree in Finance from Moorhead State 

University and a Masters of Business Administration degree from Arizona 

State University. 
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Q: 
A: 

[I. 

Q: 
A: 

I joined Tucson Electric Power Company (“TEP”) in 1988 and served there in 

various positions in finance, strategic planning and wholesale marketing. I was 

Manager of TEP’s Wholesale Marketing department in 1994. In 1997 Product 

Development and Business Development were added to my responsibilities. I was 

elected Vice President, Strategic Planning of UniSource in February 1999. I was 

named Senior Vice President, Strategic Planning and Investments of UniSource in 

October 2000. 

What is the purpose of your initial testimony? 

The purpose of my initial testimony is to: 

1. Explain the role of the utility generation company after the divestiture of 

- 
TEP’s generation assets; ’ 

2. Describe the wholesale electric marketplace; and 

3. Address several key market power issues related to competition and 

the wholesale markets. 

THE ROLE OF THE UTILITY GENERATION COMPANY 

Mr. DeConcini, what are TEP’s plans for divesting its generation assets? 

Mr. Glaser, in his initial testimony, details the steps that TEP is preparing to 

take to divest its generation assets and transfer them to a new entity. TEP is 

investigating whether it is prudent to transfer its generation assets to more 

2 
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Q: 
A: 

Q: 

A: 

than one affiliate. Absent a change in the Electric Competition Rules or a 

variance to the Electric Competition Rules' requirement to divest generation 

assets, TEP will use its best efforts to complete the divestiture by December 

3 1,2002. 

After the divestiture, what role will the utility generation company have? 

The utility generation company will own and operate generation assets and 

purchase electric power in the wholesale market. The utility generation 

company will sell electric power to wholesale purchasers such as UDCs, 

municipalities and cooperatives, and in some circumstances, may sell 

directly to Large Commercial and Industrial customers. I should note that 

the mix and management of these 5 resources and loads is dependent on the 

outcome of this Track A and the Track B proceedings. 

, 

In your opinion should utility generation companies be permitted to 

participate in the competitive solicitation process of their UDC affiliates? 

Yes, I believe that they will be an important part of the competitive 

solicitation process and should be permitted to fully participate in 

competition. The Commission has enacted Affiliate Interest Rules and 

approved Codes of Conduct with policies and procedures to ensure that 

transactions between affiliates are at arms-length. If the Commission 

intends to implement meaningful and robust competition in the wholesale 
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111. 

Q: 

A: 

generation market, then it should not exclude utility generation companies 

from the competitive solicitation process of their affiliates. My opinion is 

based, in part, on my understanding of the current Electric Competition 

Rules and the TEP Settlement Agreement. My view may change depending 

on the outcome of the Track B proceedings and any subsequent changes to 

the percentages and timeframes of the competitive solicitation process as 

well as any revisions to the TEP settlement Agreement. 

THE WHOLESALE ELECTRIC MARKETPLACE 

Please describe TEP's involvement in the wholesale electric marketplace. 

TEP's electric operations include the wholesale marketing of electricity to other 

utilities and power marketers. These wholesale transactions are made on both a firm 

basis and an interruptible basis. A firm basis means that contractually, TEP must 

supply the power (except under limited emergency circumstances), while an 

interruptible basis means that TEP may stop supplying power under various 

circumstances. 

TEP typically uses its own generation to serve the requirements of its retail and 

long-term wholesale customers. Generally, TEP commits to future sales based on 

expected excess generating capability, forward prices and generation costs, using a 

diversified portfolio approach to provide a balance between long-term, mid-term 

and spot energy sales. When TEP expects to have excess generating capacity 
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Q: 

A: 

(usually in the first, second and fourth calendar quarters), TEP may enter into 

forward contracts to sell a portion of this forecasted excess generating capacity. 

Then, during the course of each month, TEP will analyze any remaining excess 

short-term generating capacity and make energy sales in the daily and hourly 

markets. TEP also enters into limited forward sales and purchases to take advantage 

of favorable market opportunities. 

TEP anticipates that the utility generating company may be required to modify how 

it operates dependent upon the outcome of these proceedings and any subsequent 

changes to the Electric Competition Rules 

Please describe the types of sales that TEP transacts in the wholesale electric 
- 

market. 

TEP's wholesale sales consist primarily of three (3) types of sales: 

1. Sales under long-term contracts for periods of more than one year. TEP has 

long-term contracts with three entities to sell firm capacity and energy: 

a) Salt River Project (SRP), expiring May 31, 2011, with a contract 
demand of 100 MW; 

Navajo Tribal Utility Authority (NTUA), expiring December 31, 
2009, a full requirements contract with a typical high demand of 
approximately 50 MW in the summer and 90 MW in the winter; and 

Tohono O'odham Utility Authority (TOUA), expiring August 31, 
2004, a full requirements contract with a typical high demand of less 
than 5 MW. 

b) 

c) 
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TEP also has a long-term interruptible contract with Phelps Dodge Energy 

Services (PDES). This contract expires March I ,  2006 and requires a fixed 

contract demand of 60 MW at all times except during TEP's peak customer 

energy demand period, from July through September of each year; 

2. Forward contracts to sell energy for periods through the end of the 

next calendar year. Under forward contracts, TEP commits to sell a specified 

amount of capacity or energy at a specified price over a given period of time, 

typically for one-month, three-month or one-year periods; and 

3. 

fluctuating spot market prices and other non-firm energy sales. 

Short-term economy energy sales in the daily or hourly markets at 

What factors do you expect wilkinfluence the market price for electric power in the 

near future? 

I expect the market price and demand for capacity and energy to continue to be 

influenced by continued population growth and economic conditions in the western 

US., the availability of capacity throughout the western U.S., the restructuring of 

the electric industry in Arizona, California and other western states, the effect of 

FERC regulation of wholesale energy markets, the availability and price of natural 

gas, precipitation, which affects hydropower availability; transmission constraints 

and environmental restrictions and the cost of compliance thereto. 
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Can you explain recent trends in the market price of electric power? 

Let me explain by referring to the average market price for around-the-clock energy 

based on the Dow Jones Palo Verde Index. 

The average market price for around-the-clock energy based on the Dow Jones Palo 

Verde Index fluctuated widely in 200 1. It varied from an average of $156 per MWh 

in the first half of 200 1 to an average of $23 per MWh in the fourth quarter of 200 1. 

This reduction was due to a number of factors, including more generation online in 

the western U.S., smaller quantities purchased in the California spot markets, lower 

natural gas prices, increased hydro supply and weaker demand. As of February 

2002, the average forward around-the-clock market price for the balance of 2002 

was approximately $27 per MWh. 
- 
/ 

We cannot predict whether these lower prices will continue, or whether changes in 

various factors that influence demand and capacity will cause prices to rise again 

during the remainder of 2002. However, due to the increasing dependency on 

natural gas to fuel electric power plants, I expect that there will be a close 

correlation between the movement of gas and electric power prices. I also expect 

long t e r n  power prices to more fully reflect the total cost of new generation. 

Do you believe that in order for there to be meaningful retail electric competition in 

Arizona there must be an active wholesale electric power market? 
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A: 

Q: 

A: 

Q: 
A: 

Yes, I believe that one of the elements that must be in place for meaningful 

retail electric competition is a properly functioning wholesale electric power 

market. I believe that the wholesale electric power market must operate on a 

regional basis. The most appropriate geographic region for Arizona to 

participate in would be the western region comprised of (at a minimum) 

Arizona, California, Nevada and New Mexico. 

What is your assessment of the development of the wholesale electric power 

market in the western region? 

I think that there are differing opinions about the current status of the 

western region wholesale electric power market. I believe that the current 

power market is competitive at a wholesale level and that a competitive 

generation market can and will provide adequate generation resources. 

However, it is my opinion that certain key steps need to be taken in order to 

provide the opportunity for significant retail competition. 

- 
, 

Please identify the key steps that you have referenced. 

Those steps are (1) addressing equal transmission access and relieving 

transmission constraints related to service of retail customers; (2) defining a 

clear transition plan to wholesale purchasing by UDC's and staying the 

course with such plan; (3) implementing of standard wholesale market rules; 

and (4) instituting effective wholesale market monitoring. 
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Please explain these steps in more detail. 

I agree broadly with the positions that were taken by  Commission Staff 

witness Mr. Jerry Smith, regarding equal transmission access and relieving 

transmission constraints, as stated in his direct testimony in the APS’ 

Variance Request proceeding (Docket No. E-0 1345A-0 1-0822). I do not, 

however, believe that all significant transmission constraints must be 

eliminated for effective competition to exist. 

The deficiencies of the California Power Market and its reliance solely on 

spot markets have brought to light the importance of a portfolio approach to 

the purchase of wholesale genegation - by the UDC. It is my opinion that the 

portfolio should consist of a mixture of long, intermediate, and short-term 

power purchases to provide less price volatility to standard offer customers 

as well as appropriate incentives to wholesale generators. The UDC 

purchase portfolio should consider the status and impact of retail 

competition and market comparables that customers may make thereunder 

as well as the typical factors such as load growth, customer contract terns,  

etc. TEP will address these and other competitive procurement issues in the 

Track B proceedings. 
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Q: 

A: 

Q: 

A: 

I also believe that there should be well designed and tested market policies, 

procedures and rules and mechanisms in place for monitoring compliance 

therewith. 

KEY MARKET POWER ISSUES RELATED TO COMPETITION AND THE 
WHOLESALE MARKETS. 

Do you believe that retail electric competition can flourish in Arizona? 

I agree with Mr. Pignatelli that factors such as an ESP's acquisition costs for 

Small Commercial and Residential customers being relatively high 

compared with the potential profit margin from these customers makes it 

very difficult for an ESP to establish a business plan in Arizona. And, with 

no other states in the Southwest having a firm plan in place to implement 
- 

retail electric competition, it seems highly unlikely that ESPs will find retail 

electric competition in Arizona to be a viable business in the foreseeable 

future. Without entities willing to compete in Arizona, competition will not 

be a reality. 

Do you think that retail competition at any customer level is viable in the 

foreseeable future? 

I believe that customers with energy requirements of three megawatts (3 

MW) or greater could benefit in a competitive retail electric market. These 

Large Commercial and Industrial customers have the load characteristics 

10 
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Q: 

A: 

Q: 

A: 

and risk mitigation expertise that would attract suppliers at the wholesale 

level to serve their load. I believe that customers below the 3 MW threshold 

would be better off continuing to receive service from their incumbent 

utility under the existing tariffs or contracts. For example, if TEP's current 

customers under 3 MW remain on its system, this would insure that 

Residential and Small Commercial customers can receive the benefit of 

TEP's long term, low cost energy supply through 2008. 

Have any other states adopted similar limited provisions to retail 

competition? 

Yes. It is my understanding that in April 2001, the State of Nevada repealed 

its electric restructuring legislation and is permitting large customers to 

procure electric power directly from generators, subject to Nevada Public 

Service Commission approval. 

In your opinion, what effects have recent events in the electric industry had 

on the wholesale electric power markets? 

There is quite a list of events that have had an impact on wholesale electric 

power markets and electric competition. I think we are all still trying to 

determine the full scope of the lessons to be learned from California's 

attempt at electric restructuring. There has been a ripple effect throughout 

the electric industry from Enron's implosion. In addition, the numerous 

11 
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Q: 

A: 

investigations into market manipulation and the delay and/or cancellation of 

electric competition in various jurisdictions are causing banks and investors 

to see the wholesale power business as a risky one. This perception of risk 

translates into less capital available for merchant power plants and higher 

capital costs. It appears that as a result of this reaction by the financial 

community numerous power plant project cancellations could cause a delay 

in developing the necessary infrastructure and lead to wholesale competition 

leveling off in the near-term. 

Does this conclude your initial testimony? 

Yes, it does. 
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Q: 

A: 

Q: 

A: 

Q: 

A: 

Q: 

A: 

REBUTTAL TESTIMONY OF MICHAEL J. DECONCINI 
TRACK A ISSUES 

June 11,2002 

INTRODUCTION. 

Please state your name. 

My name is Michael J. DeConcini. 

Did you file initial testimony in this proceeding? 

Yes, I did. 

Mr. DeConcini, have you reviewek the testimony o L 

proceeding? 

other parties in t i s  

Yes, I have. Throughout my rebuttal testimony I will refer to those parties 

that submitted initial testimony as “participants”. 

What is the purpose of your rebuttal testimony? 

The purpose of my rebuttal testimony is to: 

1. Discuss “Market Power” and “Wholesale Competition” issues raised in the 

participants’ initial testimony; and 

Briefly remind the Commission of the need to grant the TEP Request 2. 

For Variance. 
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2: 

4: 

Q: 

A: 

Q: 

A: 

MARKET POWER. 

Mr. DeConcini did you review the discussions in the initial testimony 

regarding Market Power? 

Yes, I believe that every participant had at least one witness that discussed 

market power. 

Please define Market Power as ‘ou use that term. 

I define Market Power as the ability of a market participant, or group of 

participants, to directly (horizontal market power) or indirectly (vertical 

market power) influence the price of a good or service. In the context of the 

initial testimony, market power referred to electric power. 

Did all the participants share the same view as to whether (post-divestiture) 

utility generation affiliates would have market power? 

No, they did not. The initial testimony contained a wide variety of market 

power indices and tests, which came to different conclusions. It seems to 

me that the manner by which to determine market power must be more 

clearly defined. Obviously, if market power is something that is going to be 

monitored then there needs to be uniformity in its definition, determination 

and resolution. 
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Q:  

A: 

Q: 

A: 

What is your opinion on the Market Power issue? 

I believe that depending on how you define market power every utility could 

be expected to be deemed to have market power and that there will be times 

during a day at some time of the year that a utility’s existing generation 

resources will be required to meet local must-run requirements for system 

reliability reasons (“RMR generation”). 

However, I should point out that at the same time there will be existing 

utility generation resources that could not cause market power. For 

example, TEP owns small portions of other remote generation facilities that 

would not be able to exhibit market power due its (small) ownership 

percentages and the number of other participants at those sites’. 

Are there ways to mitigate the perceived risks of RMR Market Power? 

Yes, this is not a new concept. Generally, RMR Market Power issues are 

addressed in the “must-run generation” protocol of the Arizona Independent 

Scheduling Administrator (“AISA”). I believe that if the Commission 

determines that the AISA protocol is inadequate protection fi-om RMR 

Market Power, then another solution would be for the TEP generation 

affiliate to supply the RMR capacity and energy to TEP’s UDC affiliate 

TEP owns 7.5% of the Navajo Generating Station and 
Corners/San Juan area. 

1.7% of Generation in the Four 
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111. 

Q: 

A: 

Q: 

A: 

under a cost-based PPA approved by the Commission. This PPA would be 

in place until the Commission determines that Market Power is eliminated 

through other means (e.g. transmission andor  generation additions, RTO or 

other market protocols/ rules, etc.). 

TEP realizes that this solution may require the formation of more than one 

generation affiliate or subsidiary. In my initial testimony I mentioned that 

this was an option that TEP was considering. 

WHOLESALE COMPETITION. 

What did the participants say about competition and the wholesale electric 

power market? 

It seems that all of the parties agreed that there must be real competition in the 

wholesale electric power market before there can be meaningful retail electric 

competition. 

Did all of the participants agree about the current state of the wholesale electric 

power market? 

No. There were differing views as to the current functionality and competitiveness 

of the wholesale markets; however, most participants agreed that the current state 

was not sufficient to support retail competition. 
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Did the participants propose changes to the wholesale electric power market 

to make it more competitive? 

Yes, it seems to me that most of the changes addressed how to (a) ensure 

equal access to transmission; (b) establish market rules and monitoring to 

mitigate market power; and (c) stimulate wholesale competition through 

competitive bidding. 

Do you support any of the changes to the wholesale electric power market 

proposed in the initial testimony? 

Yes, there are several components of various proposals that I can support. 

For example, I agree with the recommendation or Panda Gila River L.P.’s 

witness Dr. Craig Roach should be permitted to procure a 

portfolio of competitive supplies in order to limit its exposure to the price 

UDC ’6- 
volatility of the “spot markets”. I also agree with Commission Staff witness 

Ms. Erinn Andreasen’s recommendation to establish an “Electric 

Competition Advisory Group” that would address such issues as market 

power measurement. I support Reliant Resources, Inc.’s witness Mr. Curtis 

Kebler’s recognition of the interrelation between the Track A and Track B 

proceedings. And, I support Commission Staff witness Mr. Matthew 

Rowell’s statements that (a) the overriding goal of Staff should be to ensure 

that electric customers receive reliable electric service at just and reasonable 

rates; (b) the “financial health of the UDC’s cannot be forgotten”; and (c) 
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IV. 

Q: 

A: 

that “Staff does not intend for its recommendations to impose undue 

restrictions on the UDC’s’’, but rather “believes that the UDC’s must be 

afforded a great deal of flexibility in order for them to procure (or produce) 

power in a just and reasonable manner”. 

RECOMMENDATIONS REGARDING ASSET TRANSFER & TIMELINE. 

What are TEP’s recommendations for moving forward with asset transfer 

and retail competition? 

I want to join with Mr. Pignatelli and Mr. Glaser to strongly urge the 

Commission to grant the TEP Request for Variance to ensure that this Track 

A proceeding, the Track B proceeding and any other proceedings that are 

necessary to complete a thorough re-evaluation or the Electric Competition 

Rules are not impeded by the premature divestiture of generation assets and 

implementation of competitive solicitation. 

By granting the TEP Request for Variance, the Commission will help to 

afford TEP sufficient time to act in compliance with the ultimate divestiture 

and competitive solicitation requirements ordered by the Commission. This 

will allow TEP to effect the transfer of its assets, negotiate PPA’s and 

implement the competitive bidding protocols according to the requirements 

that ultimately result from these proceedings. 
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Q: 

A: 

Although I realize that some of these issues will be addressed in the Track B 

proceeding, it is important to note that the introduction of a competitive 

solicitation process should be designed such that the utilities are able to 

create diverse portfolios for their power supply in order to mitigate price 

volatility which will ultimately be borne by the customers. 

Does this conclude your rebuttal testimony? 

Yes, it does. 

7 



I 

t 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

BEFORE THE ARIZONA CORPORATION COMPIISSION 

WILLIAbl A. MUNDELL 
CHAIRMAN 

JLM IRVIN 
COMMISSIONER 

MARC SPITZER 
CUlMlVlL3 3 1u 1u CK 
.-..A. # ~ I T r V l ~ n ~ T n n  

IN THE MATTER OF THE GENERIC 
PROCEEDINGS CONCERNING ELECTRIC 
RESTRUCTURING ISSUES. 

IN THE MATTER OF ARIZONA PUBLIC 
SERVICE COMPANY’S REQUEST FOR 
VARIANCE OF CERTAIN REQUlREiMENTS 

IN THE MATTER OF THE GENERIC 
PROCEEDINGS CONCERNING THE 
ARIZONA INDEPENDENT SCHEDULING 
ADMINISTRATOR 
IN THE MATTER OF TUCSON ELECTRIC 
COMPANY’S APPLICATION FOR A 
VARIANCE OF CERTAIN ELECTRIC POWER 
COMPETITION RULES COMPLIANCE 
DATES 
ISSUES IN THE MATTER OF TUCSON 
ELECTRIC POWER COMPANY’S 
APPLICATION FOR A VARIANCE OF 
CERTAIN ELECTRIC COMPETITION RULES 
COMPLIANCE DATES 

OF A.A.C. 4-14-2-1606 

- 
, 

Docket No. E-00000A-02-005 1 

Docket No. E-01345A-01-0822 

Docket No. E-00000A-01-0630 

Docket No. E-01933A-98-0471 

Docket No. E01933A-02-0069 

INITIAL TESTIMONY OF STEVEN J. GLASER 

TUCSON ELECTFUC POWER COMPANY 

TRACK A ISSUES 

May 29,2002 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

I. 

Q. 
A. 

Q. 
A: 

Q: 
A: 

Q: 

A: 

INITIAL TESTINIONY OF STEVEN J. GLASER 
T U C K  A ISSUES 

Play 29,2002 

INTRODUCTION. 

Please state your name and business address. 

My name is Steven J. Glaser. My business address is One South Church Avenue, 

Tucson, Arizona 85701. 

What is your position with Tucson Electric Power Company (“TEP”)? 

I am Senior Vice President and Chief Operating Officer of the Utility Distribution 

Company. 

5 

What are your duties and responsibilities at TEP? 

My duties and responsibilities include overseeing all aspects of TEP’s 

transmission and distribution systems. I am also responsible for overseeing 

TEP’s filings and proceedings related to the Arizona Corporation 

Commission (“Commission”). 

What is the purpose of your initial testimony? 

The primary purpose of my initial testimony is to: 

1. Discuss the steps that TEP must take to implement the divestiture of its 

generation assets; 
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2. Explain the post-divestiture role of the utility distribution company 

(“UDC”); 

Explain the post-divestiture role of the utility transmission company; and 

Discuss the impact of TEP’s recommendations for electric competition on 

the TEP Code of Conduct and Affiliate Interest Rules (A.A.C. R14-2-801, et. 

3. 

4. 

s e d  

IMPLEMENTATION OF DIVESTITURE OF GENERATION ASSETS. 

Please explain TEP’s obligation to divest its generation assets. 

Pursuant to A.A.C. R14-2-1615.A (as modified by the TEP Settlement Agreement), 

by December 31, 2002, TEP must transfer ownership in its generation assets to a 

third party entity (the “divestiture - requirement”). 
/ 

Please describe the steps that TEP must take to comply with the divestiture 

requirement. 

The steps that TEP must take to comply with the divestiture requirement include 

forming and staffing a generation entity, and executing contract assignments from 

TEP to the new entity. These steps will require significant involvement by outside 

legal and accounting personnel. 

The formation of a new generation entity requires (1) establishing the entity, (2) 

obtaining federal and state tax identification numbers, (3) preparing corporate 

2 
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Q: 

A: 

record books, (4) establishing employee benefit plans, ( 5 )  hiring and/or transferring 

employees, (6) consultin,o with union officials regarding employee transfers; (7) 

establishing accountin,o and other information systems; and (8) establishing 

operating policies and procedures. 

In addition, TEP has identified over 200 agreements and permits that may need to 

be assigned by TEP to the new generation entity. Certain of these assignments 

require third party consents, which may require negotiation as to the terms and 

conditions of each consent. 

Finally, in connection with the divestiture reqi irement, TEP will need to obtain 

legal, tax and financial accounting services to review the transaction, corporate 

structure, and intercompany relationships between TEP and the generation entity. 

, 

Mr. Glaser, what are TEP's plans regarding the transfer of its generation assets? 

TEP is preparing to separate its operations into operating areas to be conducted by 

affiliates. One (or more) of the affiliates would be a generating company and would 

own and operate the generation assets. Another affiliate would be the UDC, which 

would obtain electric power from generating companies (including generating 

affiliates) and provide electric service to retail customers. Still another affiliate 

would own and operate TEP's transmission lines and related property. This affiliate 

would likely interact with regional transmission organizations and the Federal 

3 
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Energy Regulatory Commission (“FERC”). As discussed herein, depending on the 

outcome of these proceedings and matters before FERC, a separate TEP affiliate 

could own TEP’s transmission assets. 

When does TEP expect to complete the transfer of its generation assets and the 

formation of its new affiliates? 

We are supposed to transfer the generation assets by December 3 1, 2002. However, 

TEP has requested a variance from this deadline until the Commission has 

completed its review of the Electric competition Rules. I want to encourage the 

Commission to grant TEP’s Request for Variance. As the December 31, 2002 

deadline draws closer the need for the variance becomes more urgent. 

- 

How will the transfer of generation assets from TEP to another entity impact the 

Commission’s jurisdiction over TEP’s assets? 

The transfer of TEP’s generation assets to a separate entity will result in the 

Commission ceding regulation of assets engaged in wholesale transactions to 

FERC. Mr. Pignatelli addresses TEP’s analysis of this issue in more detail in his 

initial testimony. The impact of the divestiture of TEP’s generation assets on the 

Commission’s jurisdiction is one of the key reasons TEP has requested the variance. 

4 
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4. 

Q: 

A: 

THE POST-DIVESTITURE ROLE OF THE UDC. 

What will be the UDC’s role after the divestiture of TEP’s generation assets? 

The UDC will obtain electric power from generators and marketers and provide 

electric services to retail customers. As Mr. Pignatelli explained in his initial 

testimony, TEP is proposing that retail customers with load requirements less than 3 

MW be exempted from retail electric competition. To the extent that there are 

competitors for Arizona retail electric customers the UDC will compete for those 

customers. TEP envisions that the UDC will also be the “provider of last resort” for 

electric users that are within its currently designated service temtory. I should point 

out that TEP believes that there should be rules in place that govern the terms and 

conditions for “provider of last resort” service for customers that choose direct 

access electric service. - 
~ 

How will the UDC procure electric power pursuant to the Electric Competition 

Rules’ competitive solicitation requirement? 

A.A.C. R14-21606 (B) and our Settlement Agreement require that by January 1, 

2003, electric power purchased by TEP for Standard Offer Service “shall be 

acquired from the competitive market through prudent, arm’s length transactions, 

and with at least 50% through a competitive bid process.” So, the UDC will need to 

look at procuring electric power through traditional means (such as contracts) as 

well as through a competitive bid process that, as of yet, has not been defined. 

5 
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Again, we have asked for a variance to this requirement until the Commission 

completes its re-evaluation of the Electric Competition Rules and can provide the 

necessary detail to inform the UDC what the competitive solicitation process is. 

However, until the TEP Request for Variance is granted or the Commission 

indicates that the Electric Competition Rules will be changed, we have been 

working under the assumption that the requirements and deadlines stated in the 

current version of the rules are still applicable. We are mindful of the 

Commission’s Affiliate Interest Rules as well as our Code of Conduct and will 

procure electric power within the permissible parameters set in those documents. 

We are also very interested in the outcome of the Track B portion of this docket. 

The policies and procedures that are established by the Commission as a result of 

that proceeding will have an obvious impact on how the UDC procures electric 

power. Of particular interest to me is whether the “50% requirement” will remain 

as it is or if it will be phased-in over time. Also, by the time that the “50% 

requirement” is in place TEP will have to be proficient in whatever competitive bid 

process the Commission imposes. It is important that there be ample time between 

the Commission’s announcement of the approved competitive solicitation process 

and the implementation date for the process to be put in place and for the 

participants, such as the UDC to be familiar with its operation. 

/ 
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How will the UDC procure electric power for the remainder of its Standard Offer 

load? 

As part of our Settlement Agreement, TEP has agreed on a rate moratorium (which 

actually incorporated some rate decreases) through 2008. During the rate 

moratorium period, the UDC will procure electric power, other than for the 50% 

requirement, through a Purchase Power Agreement (“PPA”) with a generation 

company, which could include a TEP generation affiliate. 

Upon expiration of the rate moratorium, the UDC will continue to procure electric 

power for all Standard Offer load through a combination of the competitive 

solicitation process and a PPA. 

- 
~ 

I believe that it may be appropriate, and that the Commission should consider in its 

re-evaluation of the Electric Competition Rules, for the UDC to have a Purchase 

Power and Fuel Adjustment (“PPFA”) mechanism in place subsequent to the 

divestiture of the generation assets. 

THE POST-DIVESTITURE ROLE OF THE UTILITY TRANSMISSION 
COMPANY. 

What will be the Utility Transmission Company’s role after the divestiture of TEP’s 

generation assets? 
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A: 

2: 

4: 

TEP has considered the option of either keeping the utility distribution and 

transmission functions together in one company or separating them into two 

companies. At this point in time, we believe that the Commission’s determination 

of the issues raised in this Track A portion as well as the Track B portion of this 

proceeding will have a significant impact on whether TEP ultimately decides to 

separate its distribution and transmission functions. Moreover, FERC’s resolution 

of the Westconnect, L.L.C. (“WestConnect”) approval filing will also impact that 

decision. If TEP decides to form a separate utility transmission company, that 

company would own and operate all of the transmission facilities currently owned 

by TEP. The utility transmission company would enter into arrangements with 

generators and the UDC for the transmission of electric power. 

What role would the utility transmission company play with regards to Regional 

Transmission Organizations (“RTOs”)? 

That depends on how the RTO is organized and operates. However, one of the 

reasons to keep the utility transmission company separate -from the distribution 

company is the interaction that the transmission company will have with the FERC 

and RTOs. TEP is one of the founding members of Westconnect, which is a 

proposed western region RTO. I anticipate that the TEP utility transmission 

company will be an active participant in Westconnect or any other bona fide 

western region RTO. 
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V. 

Q: 
A: 

THE IMPACT OF TEP'S RECOWIMENDATIONS FOR ELECTRIC 
CONIPETITXON OF THE TEP CODE OF CONDUCT AND AFFILIATE 
INTEREST RULES (A.A.C. R14-2-801, ET. SEQ.). 

Mr. Glaser, will you please review the status of TEP's Code of Conduct? 

Yes. A.A.C. R14-2-1616 requires that TEP submit for Commission approval a Code 

of Conduct to govern transactions among and between TEP affiliates in connection 

with retail electric competition. The TEP Settlement Agreement also addressed the 

need for a Commission-approved Code of Conduct. TEP has filed and received 

approval for its Code of Conduct. The Code of Conduct deals with (1) the 

treatment of similarly situated persons; (2) use of confidential information; (3) use 

of bill and promotions within the bill envelope; (4) customer telephone calls; ( 5 )  

prohibition on suggestion of utility advantage; (6) accounting for costs; (7) 

reporting requirements; (8) separation requirements; (9) transfers of goods and 

services; (10) joint marketing; (1 1) dissemination, education and compliance; (12) 

procedure to modify the code of conduct; and (13) dispute resolution. 

TEP has also adopted Code of Conduct policies and procedures that have been 

approved by the Commission. These include (1) affiliate accounting policies; (2) 

access to information; (3) compliance; (4) contracting for personnel services 

between TEP and its competitive retail electric affiliates; ( 5 )  ESP contacts and 

requests for service; (6) joint promotion, sale and advertising with a competitive 
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Q: 
A: 

Q: 

A: 

retail electric affiliate; (7) physical separation of entities; (8) shared officers and 

directors; and (9) trainins policy. 

Does TEP believe that its Code of Conduct should be amended? 

No, not at this time. I believe that the Code of Conduct adequately addresses the 

potential interaction among TEP affiliates under the present Electnc Competition 

Rules and under TEP’s proposal as outlined in Mr. Pignatelli’s initial testimony. If, 

however, electric competition were repealed then TEP would reserve its right to 

withdraw the Code of Conduct and policies and procedures. If the Electric 

Competition Rules are materially changed, then TEP would reserve its right to 

submit for Commission approval a Code of Conduct and policies and procedures 

that are more relevant to the changed - circumstances. 
~ 

Mr. Glaser, does TEP believe that the Commission’s Affiliated Interest Rules 

should be amended at this time? 

No, we are not proposing that the Affiliate Interest Rules be amended at this time. 

Although the Affiliate Interest Rules were not adopted specifically to meet the 

needs of electric competition, our review of those rules in the context of the Electric 

Competition Rules and our proposal for competition in the future leads us to 

conclude that they are appropriate as is. Similar to the Code of Conduct, I want to 

reserve our right to propose changes to the Affiliate Interest Rules in the event that 

the Electric Competition Rules are repealed or materially changed. 
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Does that conclude your initial testimony? 

Yes it does. 
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Q. 
A. 

Q- 
A: 
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Q: 

4: 

REBUTTAL TESTIMONY OF STEVEN J. GLASER 
TRACK A ISSUES 

JUNE 11,2002 

INTRODUCTION. 

Please state your name. 

My name is Steven J. Glaser. 

What is the purpose of your rebuttal testimony? 

In my rebuttal testimony I address the Commission Staff (a) recommendation 

regarding sales or transfers among utility affiliates; (b) suggestion that TEP delayed 

transmission investments; and (c) statement that its goal is to ensure that customers 

will receive reliable electric service at just and reasonable rates. 

SALES OR TRANSFERS AMONG UTILITY AFFILIATES. 

Mr. Glaser, Commission Staff witness Barbara Keene has recommended that sales 

or transfers from an affiliate to the utility should be priced at the lower of “cost” or 

“market price” and that sales or transfers from the utility to an affiliate should be 

priced at the higher of “cost” or “market price” (the “affiliate transaction 

recommendation”). Do you agree with the affiliate transaction recommendation? 

While I appreciate the analysis of affiliate transactions and codes of conduct that 

Ms. Keene has offered in her initial testimony, I do not agree with the 

recommendations that (a) sales or transfers from an affiliate to TEP should be 
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Q: 

A: 

priced at the lower of “cost” or “market price”; and (b) sales or transfers from TEP 

to its affiliates should be priced at the higher of “cost” or “market price.” 

What is the basis for your disagreement with the affiliate transaction 

recommendation? 

I believe that the affiliate transaction recommendation places an unfair disadvantage 

on incumbent utilities and their affiliates. As Mr. Pignatelli indicated, TEP believes 

that if the Commission is going to establish a competitive electric market place, 

then all participants should operate on a “level playing field”. This means that no 

participant should have an unfair advantage or disadvantage over the others. I do 

not believe that it is fair to single out incumbent utilities (such as TEP) and their 

affiliates and impose conditions for the price that can be charged for transactions 

between them that is different from the rest of the participants in the competitive 

market place. The Commission has implemented Affi iate Transaction Rules and 

approved Codes of Conduct as well as policies and procedures to ensure that 

dealings between incumbent utilities and their affiliates are undertaken in an “arms’ 

length” fashion. Therefore, transactions between incumbent utilities and their 

affiliates should be no different than transactions between non-affiliated participants 

in the competitive market place. The affiliate transaction recommendation is 

unnecessary and would only create an artificial constraint on the economic value of 

transactions between TEP and its affiliates. This could impair the incumbents and 

their affiliates in the competitive market place because, under the affiliate 

~ 
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Q: 

A: 

111. 

Q: 

transaction recommendation, no other participants in the competitive electric market 

place would be so limited. 

I also believe that the affiliate transaction recommendation would send the wrong 

pricing signals to retail electric customers. As Mr. Pignatelli discusses, in a true 

competitive electric market place, the price of retail electric power will be subject to 

wholesale market volatility. And as I will address in more detail, TEP believes that 

one way this volatility can be mitigated is through the implementation of fuel 

adjustment mechanisms. However, TEP does not believe that the affiliate 

transaction recommendation will properly provide for the recovery of the wholesale 

market's price for electric power. 

Mr. Glaser, was the issue of pricing transactions between TEP and its affiliates 

discussed during the TEP Stranded Cost proceedings? 

Yes, it was. In Decision No. 62103, the Commission approved the TEP Settlement 

Agreement, Pursuant to Section 12 (c) of the TEP Settlement Agreement, the 

Commission granted TEP a waiver that permits TEP and its affiliates to charge 

market price for sales, services and transfers. 

TIMING OF TEP TRANSMISSION INVESTMENTS. 

Mr. Glaser, Commission Staff witness Jerry Smith has suggested that TEP 

". . .play[ed] the waiting game and defer[ed] transmission investments by relying on 
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RMR generation opportunities.” Do you agree with this suggestion? 

I agree with what I believe to be Mr. Smith’s premise that transmission system 

adequacy and reliability are necessary components that must be in place in order for 

electric competition to function, but I do not believe that characterizing TEP as 

having played a waiting game accurately portrays how TEP has planned its 

transmission line and power plant construction. 

TEP supports coordinated transmission planning and has been an active participant 

in the Central Arizona Transmission Study and Western Electric Coordinating 

Council proceedings. 

In practice, TEP determines its transmission needs and proposes new transmission 

lines in a manner similar to the process Mr. Smith discusses in his initial testimony. 

- 

To date, TEP’s construction of reliability must-run (“RMR’) units has been based 

on the economics of each such unit compared with the construction of new 

transmission facilities. 

Also, when determining what type of facility to construct, TEP considers other 

important elements such as the fact that local generation alternatives provide 

additional capacity, energy and voltage support that a transmission alternative 

cannot provide. 
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IV. 

Q: 

A: 

I believe that the transmission systems of vertically integrated utilities were not 

designed, nor should they have been designed, simply to maximize the ability of 

outside generation sources to compete to serve load within the load pocket. 

ENSURING THAT CONSUMERS WILL RECEIVE RELIABLE 
ELECTRIC SERVICE AT JUST AND REASONABLE RATES. 

Mr. Glaser, Commission Staff witness Matthew Rowell, in his initial testimony 

identified Staffs  overriding goal as ensuring that consumers will receive reliable 

electric service at just and reasonable rates. Do you agree that this should be the 

overriding goal of electric competition? 

Yes, I do. TEP has always stressed the importance of providing its customers with 

safe, reliable and fairly priced electric service. TEP has stressed the need to 

preserve its ability to continue to do so throughout the electric competition 

proceedings. 

I also agree with the Commission Staff that in a competitive electric market place, 

Utility Distribution Companies (“UDCs”) should be allowed the flexibility to obtain 

power in a variety of ways, including Requests For Proposals (“RFPs”) and bilateral 

contracts, in order to achieve the best overall price for their Standard Offer 

customers. 
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Q: 

A: 

I believe that it will be important for the Commission and the UDCs to address the 

potential volatility of purchase power costs and how that will affect the rates paid 

by Standard Offer customers. I think that one of the best mechanisms for matching 

current electric power procurement costs with electric power use is through a 

Purchase Power and Fuel Adjustment (“PPFA”) mechanism. 

Why would a PPFA mechanism be appropriate for UDCs to use in connection with 

their Standard Offer customers? 

I concur with Mr. Pignatelli that as the competitive electric market matures, retail 

electric rates should reflect a market price rather than be set pursuant to a cost-based 

methodology. To me the concepts of a competitive market place and cost-based 

rates set by the Commission are not compatible. The potential volatility in electric 

power prices is one of the characteristics of a competitive market place that is 

different from a regulated ratemaking environment. Having said that, I do not think 

that it is in the best interest of retail electric customers to be subject to sudden 

swings in rates. I believe that electric customers want stability in their rates. I also 

believe that these aspects of the competitive market place are ones that the 

Commission must carefully examine as it re-evaluates the benefits and drawbacks 

of electric competition. In that regard, I join with Mr. Pignatelli in asking the 

Commission to look at the threshold issue of whether electric competition is, at this 

time, in the best interest of Arizona and, if so, then to make specific findings as to 

the expected benefits. This will help all of the participants in the electric industry 

- 
, 
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Q: 

A: 

have a common understanding and goals to work towards in connection with a 

competitive market place. 

I do believe that properly designed wholesale competition is the appropriate starting 

point for electric competition, whether it is implemented now or in the future. I 

think that if the Commission determines that it is going to proceed and implement 

electric competition then it should approve an appropriately designed PPFA 

mechanism to help mitigate the potential negative impact of significant price 

volatility to UDCs’ Standard Offer customers. I would propose that the PPFA 

mechanism be designed to minimize the effect of electric power price swings over 

time by “banking” purchase price deviations above and below a pre-determined 

base cost and then, once an established level has been attained in the account, 

recovering or returning the bank balance amounts over a specified period of time. 

As TEP witnesses have previously testified, TEP desires that if electric competition 

is implemented in the State, it be designed to meet the public’s best interests and not 

jeopardize TEP’s ability to provide safe, reliable and fairly priced electric service. 

Does that conclude your rebuttal testimony? 

Yes it does. 
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AES Corporation (ticker: AES, exchange: New York Stock Exchange) News Release - 11-Jun-2002 

AES to Sell NewEnergy to Constellation Energy for $240 Million in Cash; Transaction Further Strengthens 
AES's Liquidity and Improves Financial Strength 

ARLINGTON, Va.--(BUSINESS WIRE)--June I1,2002--The AES Corporation (NYSE:AES) today 
announced that it has reached agreement with the Constellation Energy Group (NYSE:CEG) to sell 100 
percent of its ownership interest in AES NewEnergy (www.newenergy.com), a commercial and industrial 
(C&l) energy services company, for $240 million in cash. 

The sales price approximates AES's total current investment in the business. Completion of the sale will 
also provide for the release of credit support currently being provided by AES to support AES 
NewEnergy's operations, in the form of parent guarantees and letters of credit. AES NewEnergy's United 
Kingdom operations are not included in the sale. 

The transaction is subject to regulatory approval of the Federal Energy Regulatory Commission (FERC), 
the Securities and Exchange Commission (SEC) and expiration of the waiting period under the Hart- 
Scott-Rodino Anti-trust Improvement Act. 

AES expects the sale of NewEnergy to close by year-end 2002 and result in net cash proceeds in excess 
of $240 million, which is subject to purchase price adjustments. 

J. Stuart Ryan, Executive Vice President and COO, commented, "Recent changes in wholesale 
electricity markets have created a situation where a national retail energy supply business no longer fits 
within AES's business strategy. Over the last few months, AES conducted a comprehensive and 
deliberate sale process, dealing with several interested parties and we are pleased with the result. The 
transaction is good for AES shareholders, the customers of NewEnergy and the people of NewEnergy 
who have brought the company to where it is today. This sale will allow NewEnergy to have access to the 
credit support it needs, and continue its terrific growth and profitability." 

Barry J. Sharp, Chief Financial Officer, commented, "This sale is another example of how AES is 
executing on its business plan. This transaction will significantly contribute to improving the strength and 
flexibility of AES's balance sheet in keeping with our commitment to improve liquidity. In addition to the 
cash proceeds, AES benefits through the elimination of our credit support obligations. Over the past 
several months, we have successfully reduced 2002 discretionary capital expenditures by approximately 
$500 million while preserving a substantial amount of the long-term value of our construction program, 
while also identifying over $200 million in annual operating cost savings. Also, with the addition of the 
sale of NewEnergy, we have signed agreements that represent over $1 billion of additional cash 
proceeds to AES. These transactions include the announced sale of Cilco, and the completion of non- 
recourse financings at our contract generation businesses in Puerto Rico and Northern Ireland." 

NewEnergy, a retail electricity company, serves commercial and industrial electricity customers in Maine, 

http://www.corporate-ir
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Massachusetts, New York, New Jersey, Pennsylvania, Ohio, Illinois, Texas, Delaware, Maryland, Rhode 
Island New Hampshire and California. 

"Safe Harbor" Statement under the Private Securities Litigation Reform Act of 1995: Statements in this 
press release regarding AES Corporation's business, which are not historical facts are "forward-looking 
statements'' that involve risks and uncertainties. For a discussion of such risks and uncertainties, which 
could cause actual results to differ from those contained in the forward-looking statements, see "Risk 
Factors" in the Company's Annual Report or Form 10-K for the most recently ended fiscal year. 

Morgan Stanley & Co. Incorporated advised AES in connection with this transaction. 

AES is a leading global power company comprised of contract generation, distribution and competitive 
supply businesses in 33 countries. 

The company's generating assets include interests in 177 facilities totaling over 59 gigawatts of capacity. 
AES's electricity distribution network sells over 108,000 gigawatt hours per year to over 16 million end- 
use customers. 

For more general information visit our web site at www.aes.com or contact investor relations at 
investing@aes.com. 

--3O--RMIph* 

CONTACT: AES Corporation 
Kenneth R. Woodcock. 7031522-1315 

"Safe Harbor" Statement under the Private Securities Litigation Reform Act of 1995: Statements in 
this press release regarding AES Corporation's business which are not historical facts are "forward- 
looking statements" that involve risks and uncertainties. For a discussion of such risks and 
uncertainties, which could cause actual results to differ from those contained in the forward-looking 
statements, see "Risk Factors" in the Company's Annual Report or Form 10-K for the most recently 
ended fiscal year. 

Copyright@ 2000 The AES Corporation. All rights reserved. Reproduction in whole or in part in any form or 
medium without express written permission of The AES Corporation is prohibited. AES and the AES logo 
are trademarks of The AES Corporation. 

To report a problem or for comments about this site contact: webmaster@aesc.com 
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..  Special Open Meeting Minutes from September 21,1999 
Rule Changes for 1606(B) 

The original rules states “After January 1,2001, power purchased by an investor owned Utility 
Distribution Company to ~rctu!de Gew-Standard Offer Service shall be acquired through ar? 
- apw,  fair aw! arms-fsnqth transaction wilh p:udezi ~ x i n x e n e ? i  of WE&I: risks, includifyj 
:tian=iilenisaci  we fiucrieJions 

Hearing Divisions Amendment #2 was presented changing the recommended language to the 
following “Until such time that the transmission planning process mandated by R14-2-1609(D)(5) 
is fully implemented, or until such time that a FERC-approved and operations Independent 
System Operator assumes the obligations of the AlSA as is contemplated by R14-2-1602(F)”. 

The definition ”arms length” was discussed and it was decided that it was not needed in the text. 

Chairman Kunasek‘s Amendment #3 suggested deleting “an open, fair and arms-length 
transaction” and inserting “a competitive procurement*. 

It was decided not to delete” ...p urchased by an investor owned Utility Distribution Company to 
provide Standard Offer Service shall be acquired on the open market” from Hearing Divisions 
Amendment #2 because it deleted too much. 

- .  - - -  

Commission Mundell passed out language he drafted. Tom Mumaw stated that APS could 
accept this language if 6 months was increased to 12 months. Jack Davis explained that 12 
months is more appropriate because in the operation planning for the system, this is done in 
blocks of one year. 

Ms. Lee Smith addressed this by stating that ESPs are going to be providing full customer loads. 
She also said they would have to plan a portfolio that will be a combination of bilateral contracts, 
spot market purchases and options that will meet that load. She added that it’s possible to 
acquire full substitute load procurement from the energy market competitiveiy. She thinks it is 
necessary that part of the standard offer load be acquired through a competitive procurement. 

Fred Bloom commented that he agreed with Staffs comments that the number of months is 
irrelevant. He would be in favor of 80% instead of 50% if they were going to go to a percentage. 
Jack Davis said that after APS divests its generation, 100% of the standard offer load will be 
obtained from the competitive market. 

- .- . .. . 
” x ,  

Betty Pruitt inquired as to what the potential impact to residential customers would be. 

After more discussion, it was decided that the amendment states that there will be ‘an open 
competitive market place for 50% of the power and the other 50% will be through prudent arms 
length transaction”. 

Commissioner Mundell withdrew his Amendment #2. 

The Amendment was passed by a vote of 3 ayes and no nays. 

The amended rule states ‘After January 1,2001, purchased power by an investor owned Utility 
Distribution Company for Standard Offer Service shall be acquired from the competitive market 
through prudent, arm’s length transactions, and with at least 50% through a competitive bid 
process”. 



Y 

.I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

' 18 

19 

20 

21 

22 

23 

24 

25 

26 

R E c E I y D 
BEFORE THE ARIZONA CORPORATION COMMISSION 

WILLIAM A. MUNDELL 
Chairman 

JIM IRVIN 
Commissioner 

MARC SPITZER 
Commissioner 

IN THE MATTER OF THE GENERIC 
PROCEEDINGS CONCERNING ELECTRIC 
RESTRUCTURING 

IN THE MATTER OF ARIZONA PUBLIC 
SERVICE COMPANY'S REQUEST FOR 
VARIANCE OF CERTAIN 
REQUIREMENTS OF A.A.C. 4-14-2-1606 

IN THE MATTER OF THE GENERIC 
PROCEEDINGS CONCERNING THE 
ARIZONA WDEPENDENT SCHEDULING 
ADMINISTRATOR 

IN THE MATTER OF TUCSON ELECTRIC 
COMPANY'S APPLICATION FOR A 
VARIANCE OF CERTAIN ELECTRIC 
POWER COMPETITION RULES 
COMPLIANCE DATES 

ISSUES IN THE MATTER OF TUCSON 
ELECTRIC PQWER COMPANY'S 
APPLICATION FOR A VARIANCE OF 
CERTAIN ELECTRIC COMPETITION 
RULES COMPLIANCE DATES 

DOCKET NO. E-00000A-02-005 1 

DOCKET NO. E-O1345A-01-0822 

DOCKET NO. E-00000A-01-0630 

DOCKET NO. E-O1933A-98-0471 

DOCKET NO. E-01933A-02-0069 

DIRECT TESTIMONY OF 
CRAIG R. ROACH, Ph.D. 
ON "TRACK A" ISSUES 

ON BEHALF OF 
PANDA GILA RIVER, L.P. 

May 29,2002 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

' 18 

19 

20 

21 

22 

23 

24 

25 

26 

I. 
11. 
111. 
IV. 

V. 

VI. 

TABLE OF CONTENTS 

Page 
QUALIFICATIONS ................................................................................................. 1 
PURPOSE OF TESTIMONY ................................................................................... 2 
SUMMARY OF TESTIMONY ................................................................................ 3 
APS HAS MARKET POWER IN ITS SERVICE TERRITORY IN BOTH 
GENERATION AND TRANSMISSION ........... .. .. . .. ..... ..... .. .. . ..... ..... ....... .... .. .. .. . ... 4 
-ADDITIONAL MITIGATION IS REQUIRED TO ADDRESS APS' 
'MARKET POWER IN THE TRANSMISSION CONSTRAINED AREA 
OF PHOENIX ......................................................................................................... 13 
RECOMMENDATIONS TO THE COMMISSION .............................................. 15 

-1- 



I 

- 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

‘ 18 

19 

20 

21 

22 

23 

24 

25 

26 

I. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

QUALIFICATIONS 

PLEASE STATE YOUR NAME, POSITION, AND BUSINESS ADDRESS. 

My name is Craig R. Roach. I am a Partner with Boston Pacific Company, Inc. M j  

business address is 1100 New York Avenue, NW, Suite 490 East, Washington, DC 20005. 

PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND. 

I earned my Ph.D. in Economics from the University of Wisconsin and my Bachelor ol 

Science Degree in Economics, cum laude, from John Carroll University. 

PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE. 

I have twenty-seven years of experience working on investments in, policies for, and 

litigation concerning the electricity and natural gas businesses. From 1975 to 1979, I was 

an economist with the U.S. Congressional Budget Office. From 1979 to 1982, I was a 

Project Manager with ICF Incorporated, an energy and environmental consulting firm. 

From 1983 to the present, I have worked with Boston Pacific, first in San Francisco 

and since 1987 in Washington, D.C. Boston Pacific is an energy consulting and 

investment services firm. My clients include competitive power suppliers, electric 

utilities, electric and gas marketers, gas pipeline companies, trade associations. 

government agencies, and energy consumers. 

DO YOU HAVE EXPERIENCE AS AN EXPERT WITNESS? 

Yes. I have extensive experience as an expert witness on electricity and natural gas issues. 

A complete list of my testimony is contained in Exhibit No. CRR-1. Also shown therein is 

a list of my speeches and articles on issues in the electricity and natural gas businesses. 

and on other energy businesses. 

I have submitted testimony, affidavits, or comments to the Federal Energj 

Regulatory Commission (“FERC”) in sixteen proceedings, to public utility commissions ir 

fifteen states (some on multiple occasions), in arbitrations, in State Court, in Federal 

Court, to a City Council, before two Canadian Provincial Boards, and before e 
4 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 
A. 

11. 

Q. 
A. 

Congressional Subcommittee. 

DO YOU HAVE EXPERIENCE TESTIFYING ON THE ISSUE OF MARKET POWER? 

Yes. I have served as an expert witness on market power in the electricity and natural gas 

businesses in a great number of proceedings. Since January 2001 alone, I have been 

invited to participate in three FERC Technical Conferences on market power monitoring 

&d mitigation. 

DO YOU HAVE RELEVANT EXPERIENCE BEYOND THAT REFLECTED IN YOUR 

EXPERT TESTIMONY? 

Yes. Beyond expert testimony, I have extensive experience providing financial advisory 

services for power project development and asset acquisition throughout the U.S. and - 

around the world. 

HAVE YOU TESTIFIED BEFORE THE ARIZONA CORPORATION COMMISSION 

IN RELATED PROCEEDINGS? 

My Direct Testimony was filed with the Arizona Corporation Commission (Commission) 

in connection with the Arizona Public Service ( A P S )  request for (a) a variance from the 

Electric Competition Rules and (b) approval of a power purchase agreement (PPA) with an 

Affiliate (Affiliate PPA). 

ON WHOSE BEHALF ARE YOU TESTIFYING? 

I am testifying again on behalf of Panda Gila River, L.P. (Panda). 

PURPOSE OF’ TESTIMONY 

WHAT IS THE PURPOSE OF THIS TESTIMONY? 

The purpose of my Testimony is to address the issues set by the Cornmission for what i: 

termed “Track A” of this proceeding. The Commission stated: 

The hearing on the issues identified in Staffs  April 23, 2002 
Response to Arizona Public Service Company’s Motion for 
Determination of Threshold Issue - the transfer of assets and 
associated market power issues, as well as the issues of the 
Code of Conduct, the Affiliated Interest Rules, and the 
jurisdictional issues raised by Chairman Mundell, i 
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Q. 

A. 

(collectively, the “Track A” issues) will be conducted 
beginning on June 17, 2002. The Competitive Solicitation 
(“Track B”) will proceed concurrently witp Track A, with a 
target completion date of October 2 I ,  2002. 

. 

HOW DID STAFF PHRASE THE MARKET POWER CONCERN REFERENCED BY 

THE COMMISSION? 

Staffs concern is put in terms of transferring assets when there is “inadequate 

competition.” Specifically, Staff states: 

In particular, Staff has concerns about the market power 
im acts of transfer of generating assets from a utility to an 

standard offer customers from market power abuse. 
[Emphasis added] 

At a later point in the same document, Staff reminds us that Standard Offei 

customers remain “captive  customer^" after the transfer if there is no competition 

af I p  iliate where there is inadequate competition to proteci 

Specifically, Staff states: 

As a result, it is Staffs  view that the very first issues that must 
be considered are the Transfer and Separation of Assets, along 
with consideration of the initial Market Power and Monitoring 
considerations arising from the removal of all or some 

eneration currently used to supply standard offer customers 
prom this Commission’s jurisdiction. An orderly transition to 
competition necessitates that a competitive market be enabled, 
yet demjlnds protection for customers who continue to be 
captive. [Emphasis added] 

My testimony addresses these issues. 

111. SUMMARY OF TESTIMONY 

Q. PLEASE SUMMARIZE YOUR TESTIMONY. 

A. I conclude that: (a) APS has generation and transmission market power; (b) if A P S  i 

allowed to unconditionally transfer its generation facilities to an Affiliate, it will also bj 

transfemng its market power to that Affiliate; and (c) because the Commission will hav 

Procedural Order (May 2,2002) page 1 line 25 to pages 2 line 3. 
Staffs Response to Arizona Public Service Company’s Motion for Determination of Threshold Issue in Docket No. 

Id., page 4 lines 20 to 25. 

1 

2 

E-01345A-01-0822 (april2002) at page 2, line 22 to 24. 
3 
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IV. 

Q. 
A. 

less authority after the transfer to prevent harm to consumers from the exercise of market 

power by that Affiliate, it must ensure that, prior to such transfer, A P S ’  market power will 

be mitigated. 

Accordingly, I recommend that the Commission prohibit the asset transfer until 

A P S  has plans in place to competitively procure, or has competitively procured, 100% of 

its Standard Offer service requirements. In addition, the Commission should (a) require 

A P S  to establish short-term energy markets, including a real-time balancing market; (b) 

require APS to provide an opportunity for all generators selected by competitive 

procurement or by the short-term markets to be designated Network Resources; and (c) 

require A P S  to issue RFP(s) for generation within the constrained Valley region. 

APS HAS MARKET POWER IN ITS SERVICE TERRITORY IN BOTH 
GENERATION AND TRANSMISSION. THAT MARKET POWER MUST 
BE MITIGATED PRIOR TO THE TRANSFER OF APS’ GENERATORS 
TO ITS UNREGULATED AFFILIATE. SUCH MITIGATION CAN BE 
ACCOMPLISHED IF, AND ONLY IF, COMPETITIVE POWER 
SUPPLIERS ARE PROVIDED A FORUM IN WHICH TO COMPETE. 

DO YOU BELIEVE STAFF’S MARKET POWER CONCERNS ARE JUSTIFIED? 

Yes. First, unless APS’ market power is 

mitigated prior to the transfer, APS’ market power will simply be bequeathed to its 

Affiliate, Pinnacle West Energey Corporation (PWEC). As Staff puts it, current Standard 

Offer customers would become “captive customers” of PWEC, and then the Commission 

would have no control because PWEC is not subject to the Commission’s jurisdiction. 

Staff raises two key, legitimate concerns. 

Second, only by ensuring adequate competition before the transfer can the 

Commission protect these captive customers after the transfer. For this very reason, A P S  

gained the right to transfer its generation assets only if it agreed to comply with the 

Electric Competition Rules, including that it competitively procure 100% of the power to 

fulfill its Standard Offer needs4 Competitive procurement was the quid pro quo for the 

Addendum to Settlement Agreement I1 5(3). Rebuttal Testimony of Jack E. Davis in Docket No. E-01345A-01- 4 

0822, et al. (April 2002) at pages 13-14. - 
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Q. 

, A. 

Q. 

A. 

Q. 
A. 

Q. 

asset transfer. APS should not be allowed to transfer its assets to PWEC until it fulfills its 

promise to conduct competitive procurement. 

DO YOU OPPOSE, UNDER ALL CIRCUMSTANCES, APS'  DIVESTITURE TO AN 

AFFILIATE? 

Not at all. I would not oppose the asset transfer contemplated by APS provided A P S  

mitigates its generation market power, rather than bequeathing market power to its 

unregulated Affiliate, as a precursor to full competition as provided for in the Electric 

Competition Rules. 

WOULD THIS CONCERN WITH MARKET POWER PERSIST EVEN IF THE 

TRANSFER ENTAILED A CONTRACT TO SELL BACK AT COST-PLUS RATES? 
- 

Yes, absolutely. The exercise of market power in this case means that, for a sustained 

period of time, Standard Offer customers would pay higher prices, face greater risks, and 

suffer lower reliability with PWEC service than they would if served by competing 

suppliers. As explained in my Testimony in the variance proceeding, which I incorporate 

here by reference, I am convinced this would have been the fate of Standard Offer 

customers had the Affiliate PPA with PWCC been approved. The Affiliate PPA, with a 

potential 29-year term, underscores precisely why the Commission must be concerned 

with market power, even with a cost-plus contract between APS and an Affiliate. Even 

under a cost-plus contract, APS can can simply bequeath its market power to an Affiliate 

and ignore the competitive challenge from several thousand megawatts of new merchanl 

generators. 

HOW DOES FERC ASSESS GENERATION MARKET POWER? 

At present, FERC does this by means of the Supply Margin Assessment (SMA) test foi 

areas outside FERC-approved, operational Regional Transmission Organizations (RTOS).~ 

WHAT IS THE BASIC POINT OF THE SMA? 

AEP Power Marketing Inc.. 97 FERC 161,219 (2001). 5 
.a 
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A. 

Q. 
A. 

Q. 
A. 

Q, 
A. 

The SMA seeks to determine if a supplier is “pivotal” in a market. In this case “pivotal” 

means that the supplier’s capacity is essential to meeting the market’s peak load. The 

theory behind the SMA is that, if the supplier’s capacity is essential to meeting the peak 

load, it has the opportunity to drive prices above the levels that would otherwise prevail in 

a competitive market. 

WHAT CALCULATIONS ARE NEEDED TO CONDUCT AN SMA? 

The actual calculations in an SMA are straightforward. First, we determine the supply 

margin, which equals the total supply into the market less the peak load in that market. 

Total supply equals all in-area generation plus imports from adjoining (or “first-tier”) 

markets. Imports are the lesser of (a) the total transfer capability (TTC) from the adjoining 

areas or (b) the generation capacity available to be exported from those adjoining areas. 

Second, we compare the supply margin to the applicant’s capacity in that market. 

If the applicant’s capacity is less than the supply margin, the applicant is not deemed to be 

“pivotal” and, therefore, passes the SMA. If the applicant’s capacity exceeds the supply 

margin, the applicant is deemed to be “pivotal,” fails the SMA test, and it is presumed to 

have generation market power. Consequently, its ability to conduct market-based 

transactions within that relevant market would be mitigated. 

PLEASE PROVIDE A SIMPLE EXAMPLE OF THE SMA CALCULATION. 

Assume a hypothetical market has ten, equal-sized suppliers, each with 100 MW oj 

capacity; therefore the total supply to that market is 1,000 MW. Assume further that peak 

demand in that market is 800 MW. With this assumption, the “supply margin” is 200 MW 

(1,000 MW of supply less the 800 MW peak demand). Since all ten suppliers have less 

than the supply margin, meaning no one supplier is indispensable to meeting that peak, a1 

ten would pass the test. 

CAN THE SMA BE CONDUCTED FOR A P S ?  

Yes. However, at the outset let me note that there are always assumptions to be made ir 
.z 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 
A. 

an SMA or any quantitative measure of market power, so allow me to start with a base 

case SMA and then do alternative SMA calculations to reveal the importance of a few 

assumptions about the extent of competition. 

PLEASE DISCUSS ALL THE RESULTS OF THE KEY CALCULATIONS FOR YOUR 

BASE CASE SMA FOR A P S .  

Certainly. In this base case, total in-area generation for the A P S  Market, A P S ' s  existing 

control area, in 2003 is 16,3 15 MW and has four components: 

(a) existing APS-owned, in-area generation (3,710 MW); 

(b) new A P S  Affiliate, in-area generation (1,680 MW from the West Phoenix 
expansion and Red Hawk); 

in-area utility generation not owned by A P S  (4,405 MW mainly from co- 
owners of Palo Verde, Four Comers, and Cholla); and 

new, in-area unaffiliated generation owned by Merchants (6,520 MW). 

(c) 

(d) 
WHAT IS THE QUANTITY OF POTENTIAL POWER IMPORTS? 

Imports are assumed to equal the TTC of 3,900 MW. 

WHAT IS THE TOTAL SUPPLY INTO THE A P S  MARKET? 

Total supply into the APS Market, therefore, is 20,215 MW (16,315 MW in-area plus 

3,900 MW of imports). 

WHAT IS THE PROJECTED PEAK LOAD FOR A P S ?  

Projected peak load for 2003 is 5,911 MW. 

WHAT IS THE SUPPLY MARGIN GIVEN THESE CALCULATIONS? 

The supply margin is 14,304 MW (20,215 MW of supply less the 5,911 MW peak load). 

IN THE BASE CASE, DOES A P S  PASS THE SMA? 

Yes. The base case supply margin exceeds APS-owned capacity of 5,705 MW (5,39C 

MW in-area plus 3 15 MW from Navajo), so A P S  passes the SMA. 

WOULD YOU PLEASE SUMMARIZE YOUR BASE CASE SMA IN A TABLE? 

Yes. Table One below summarizes my base case SMA for the A P S  Market. 
- 
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In-Area Capacity 

Q. 

A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 
A. 

16,315 

Table One 

THE BASE CASE SMA FOR THE APS MARKET 
(All values in MW) 

Projected Peak load 
Supply Margin 
APS Capacity 
Pass/Fail SMA 

5,911 
14,304 
5,705 
. Pass 

- 
Imports 

Total Supply 
3,900 

20,215 

DO YOU BELIEVE THE BASE CASE IS AN ACCURATE ASSESSMENT OF A P S  

GENERATION MARKET POWER? 

No- 

WHY NOT? 

There are three assumptions within the base case SMA that create an understatement o 

APS '  true generation market power. 

WHAT IS THE FIRST ASSUMPTION? 

The first assumption is that in-area Merchants have the opportunity to compete agains 

A P S .  This is item (d) mentioned above. 

IN WHAT CIRCUMSTANCES CAN MERCHANTS COMPETE AGAINST A P S ?  

Merchants can compete against A P S  if and only if they have the opportunity to compete 

If A P S  can simply push these Merchants aside and declare itself or its Affiliate the sole o 

primary supplier for its Standard Offer load, as it attempted to do through its propose( 

Affiliate PPA, then A P S  has the ability to exercise market power. 

WHAT IS THE SECOND ASSUMPTION? 

The second assumption is that non-APS, in-area utility generators are considerec 

competitors to A P S .  This is item (c) mentioned above. If this generation is committed ti 

other loads and can not be used to undercut an attempt by A P S  to raise prices abovl 
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In-Area Capacity 

Q. 

A. 

Q. 

A. 

Q. 
A. 

5,390 

competitive levels, then this generation should not realistically be included as competing 

generation in the SMA calculations. Moreover, these competitors also can be blocked by 

APS exercising market power through an Affiliate PPA, as APS has already proposed. 

IF THESE TWO CATEGORIES OF IN-AREA COMPETITORS ARE NOT ALLOWED 

TO COMPETE, HOW DOES THE SMA CHANGE? 

Absent the competition from in-area Merchants and non-APS, utility suppliers, the supply 

margin falls to 3,379 MW. This is significantly less than APS-owned capacity (5,705 

MW) and, therefore, APS fails the SMA. 

WOULD YOU PLEASE SUMMARIZE YOUR SMA CALCULATIONS IN THE 

ABSENCE OF COMPETITION FROM BOTH IN-AREA MERCHANTS AND NON- 
- 

APS, UTILITY GENERATION? 

Yes. Table Two below summarizes my SMA calculations when neither of these categories 

of potential in-area suppliers can compete. 

Table Two 

THE SMA WHEN MERCHANTS AND NON-APS IN-AREA UTILITY 
GENERATION CANNOT COMPETE IN THE APS MARKET 

(All values in MW) 

- 
Imports 

Total Supply 9,290 i 3'900 
Projected Peak load 

APS Capacity 5,705 
Supply Margin 3,379 

Source: Exhibit No. CRR-2 

WHAT IS THE THIRD ASSUMPTION? 

The third assumption is that the Western U.S. has sufficient generating capacity to exporl 

up to 3,900 MW to A P S .  Recall that the SMA asks that imports be reflected as the lowei 

of (a) the TTC or (b) excess generating capacity available for export from the adjoiinE 

-9- 
BOSTON PACIFIC COMPANY, INC. 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

* 

Q. 
A. 

markets. The base case is very conservative. I used the TTC rather than determining horn 

much generation is actually available to export to Arizona.6 But, given the experiences ir 

2000, there is reason to believe this is overly optimistic, and certainly not a basis foi 

concluding that significant levels of imports will in fact be available for disciplining APS 

market power. This gives added importance to ensuring in-area Merchants are allowed tc 

compete with A P S .  

IS THE SMA THE ONLY TEST FOR GENERATION MARKET POWER? 

No. And, as with any quantitative measure of market power, SMA has shortcomings. 

present it here to provide some quantitative results to support a basic principle using tht 

market power test currently - employed by FERC. 

. But, let’s simplify the evidence: There is no competition without real competitors 

There are three types of competitors for APS’  and its Affiliates own power plants and eacl 

type can be eliminated by either market conditions or A P S  market power. 

The first type of competitor is in-area Merchants; it is the largest type with 6,52( 

MW. If A P S  succeeds in denying these suppliers an opportunity to compete b; 

refusing to conduct competitive procurement, it succeeds in eliminating this type o 

competition by exercising generation market power. 

The second type of competitor is chiefly utility co-owners of three plants (Cholla 

Palo Verde, and Navajo); this type has 4,405 MW. These co-owners probably hav 

previously committed this capacity to their own load and so market conditions ma 

eliminate these competitors, or they could be eliminated by A P S  exercisin, 

generation market power. 

The third type of competitor is out-of-area suppliers who must gain access throug 

A P S  controlled transmission; this type is assumed to have 3,900 MW. If there i 

little excess capacity in the West, these competitors may be eliminated by markc 

0 

The analysis is also conservative for other reasons. I have not considered the impact of reserve requirements on 6 

available generation, Consequently, the SMA analysis is likely to understate APS’s market power. 
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t 

Q. 

A. 

Q. 

A. 

Q. 
A. 

conditions. 

power. 

My point is that, regardless of the analytic method used, all three types of 

competitors are in a position to be eliminated by A P S  exercising generation or 

transmission market power. In this sense, APS market power is clearly a concern. 

WHAT SORT OF MARKET POWER MITIGATION DO YOU BELIEVE WOULD 

ADDRESS THIS CONCERN? 

Since APS’  (and its Affiliates’) market power will continue until such time as there is an 

opportunity for Merchants to compete, the best mitigation is to create one or more such 

opportunities. The two opportunities I have in mind are (a) competitive procurement in 

the-form of requests for proposals (RFPs) and bilateral arms-length negotiation for longer- 

term PPAs and (b) the creation of one or more short-term electricity markets. 

HAVE A P S  WITNESSES ADDRESSED THE ISSUE OF MARKET POWER IN 

PREVIOUS TESTIMONY? 

Yes, but not in any depth. For example, Dr. William Hieronymus addresses market poweI 

in his rebuttal testimony in the A P S  variance proceeding7 At the outset he says APE 

“easily would pass the new Supply Margin Assessment market power standard adopted b j  

FERC late last year.”8 As my SMA results show, this is true if and only if Merchants anc 

other in-area, non-APS utility generation are given a fair opportunity to compete, pursuanl 

to Rule 1606(B) or such other processes as is adopted by the Commission in the Track E 

proceeding. 

DOES HE MAKE ADDITIONAL COMMENTS? 

Yes. 

market power in the electricity business. Let me make a few clarifying points. 

Or, they can be eliminated if A P S  exercises transmission market 

Dr. Hieronymus makes several comments that perpetuate misconceptions abou 

Rebuttal Testimony of William H. Hieronymus (Docket No. E-O1345A-01-0822, et al) page 17 line 17 to page 19 

Id. at page 17 line 23 to page 18 line 1. 

7 

line 17. 
8 i 

- 
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Market power is not just a problem in short-term (“spot”) markets, it can be 

exercised in long-term markets as well. Indeed, exercising market power in longer- 

term sales clearly has a larger impact on ratepayers because it can lock in market 

power for years and, thereby, can raise prices well above competitive levels for a 

larger volume of electricity sales for a longer period of time. 

As already noted, a longer-term contract with an affiliate mitigates market power if 

and only if the price and non-price terms of that contract result from or are 

otherwise challenged through competitive procurement processes. To illustrate, if 

a supplier was said to be exercising market power by selling at a $5OO/MWH price 

for one hour in a spot market, clearly that market power is not mitigated if the 

supplier simply offers to sell at $5OO/MWH under a 10-year PPA. In other words, 

it is not the contract or its term that mitigates market power, it is the fact that the 

underlying price has been shown to be at competitive levels. 

The exercise of market power in the electricity business is not confined to the tactic 

of withholding supply. If A P S  can simply push competitors aside and impose its 

high-priced Affiliate PPA on ratepayers, that is another way to exercise market 

power. 

- 

Market power is not only about a utility’s sales to other utilities. A utility can 

exercise market power in its home market. Dr. Hieronymus is wrong to say 

“whether PWEC might or might not be in a position to exercise market power over 

sales to A P S  is frankly irrelevant.”’ Far from being irrelevant, it has been set bq 

the Commission as the key issue in Track A of this proceeding. 

- Id. at page 19 lines 14-15. 

- 

- 
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V. 

Q. 

A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

ADDITIONAL MITIGATION IS REQUIRED TO ADDRESS APS’ 
MARKET POWER IN THE TRANSMISSION CONSTRAINED AREA OF 
PHOENIX. 

ARE QUANTITATIVE TESTS FOR MARKET POWER LIMITED TO A SINGLE 

GEOGRAPHIC AREA? 

No. Quantitative tests for market power are often done for sub-markets within a larger 

market, typically when there are significant transmission constraints into the sub-market. 

For example, an assessment for New York City alone is often added to a broader 

assessment of the New York market as a whole. Similarly, in PJM, a separate assessment 

of the transmission constrained area known as PJM East is often added to an assessment of 

the entire PJM market. - 

SHOULD ANY SUB-MARKETS BE ASSESSED FOR APS? 

Yes. A separate assessment is required of the A P S  load served in Phoenix. I will call this 

the A P S  Valley Market. 

WHAT IS THE IN-AREA GENERATION FOR THIS MARKET? 

In-area generation in the A P S  Valley Market includes only APS capacity, which totals 

1,393 MW. 

WHAT IS THE IMPORT TRANSMISSION CAPACITY? 

Import transmission capacity is 3,685 MW into the A P S  Valley Market. Added to in-area 

generation capacity this brings total supply to 5,078 MW. 

WHAT IS PROJECTED LOAD? 

Projected peak load for 2003 in the APS Valley Market is 4,112 MW. 

WHAT ARE THE RESULTS OF THE SMA? 

The supply margin in the A P S  Valley Market is only 966 MW. Even if we compare the 

supply margin to only APS in-area generation, APS fails the SMA because its in-area 

generation of 1,393 exceeds the supply margin. 

APS actually fails the test by a wider margin if, as is appropriate, we allocate soms 
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In-Area Capacity 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

1,393 

share of the import transmission capacity to A P S .  Even assigning A P S  just a pro rata 

share of transmission capacity, means that another 987 MW should be added to APS 

capacity. l o  With this alternative allocation, A P S  fails the SMA more dramatically because 

its total generation is 2,380 MW, which exceeds the supply margin of just 966 MW. 

WOULD YOU PLEASE SUMMARIZE THIS SMA? 

Yes. The SMA for the APS Valley market is summarized in Table Three below. 

TableThree . 

THE SMA FOR THE APS VALLEY MARKET 
(All values in MW) 

- 
Imports - 

Total Supply 
3,685 
5,078 

Projected Peak load 4,112 
Supply Margin 
APS Capacity 2,380 

Source: Exhibit No. CRR-2 

WHAT DOES THIS SMA FOR THE A P S  VALLEY MARKET MEAN? 

It means that A P S  has generation market power in the APS Valley Market. Tht 

Commission must therefore put mitigation measures in place for the APS Valley Marke 

before allowing a transfer of assets to A P S  unregulated Affiliate. 

WHAT KIND OF MITIGATION SHOULD THE COMMISSION PUT IN PLACE? 

I have two sorts of mitigation in mind. The first is to ensure that competitors have ful 

access to the 3,685 MW of import transmission capacity into the APS Valley Market. Thc 

second is to ensure competition for APS/PWEC in-area generation through competitivt 

procurement. 

DOES A P S  HAVE TRANSMISSION MARKET POWER? 

Pro rata means in proportion to its share of all generation outside the APS Valley Market, but inside the APS 10 

service territory. s 
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A. 

Q. 

A. 

VI. 

Q. 
A. 

Q. 

A. 

Yes. Obviously, A P S  is a transmission monopoly. I say “obviously” because: (a) no 

competitor can build transmission facilities into or within the APS control area; (b) no 

competitor can import power into or distribute power within APS’ control area without 

APS’  consent; (c) A P S  is regulated by FERC as a transmission monopoly, and (d) APS is 

not part of an operational RTO, as required by FERC. 

WHAT MITIGATION DOES FERC REQUIRE FOR APS’ TRANSMISSION MARKET 

POWER? 

FERC has concluded that just having an open access transmission tariff (OATT) is not 

enough. Rather, transmission providers should participate in an RTO that will adopt the 

standard market design FERC is now developing. I do not expect an RTO (or any interim 

independent system operator or administrator) to be in operation before asset transfer, so 

the Commission will have to order some limited, interim transmission market power 

mitigation consistent with FERC precedent. The specific mitigation I have in mind is that 

the Commission must ensure that all generators within APS’ control area have the 

opportunity to be treated comparably to APS’ own generation by ensuring that these 

generators can be studied as and designated Network Resources. 

RECOMMENDATIONS TO THE COMMISSION 

WHAT ARE YOUR CONCLUSIONS BASED ON YOUR TESTIMONY? 

My primary conclusion is that A P S  has both transmission and generation market power in 

both the A P S  Market as a whole and in the APS Valley Market. APS’ generation market 

power in the market as a whole would continue if the Affiliate PPA were approved. 

effectively blocking competition from third-party suppliers. 

WHAT DO YOU RECOMMEND TO THE COMMISSION? 

I recommend that the Commission prohibit the transfer of APS generation assets to its 

Affiliate unless and until the Affiliate will, in fact, face a competitive challenge on the 

price and non-price terms at which it will sell back to A P S  to serve Standard Offei 
2 
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Q- 

A. 

Q- 
A. 

Q. 
A. 

Q. 

A. 

customers. 

ARE YOU CONCERNED IF THE ASSET TRANSFER IS NOT COMPLETED BY 

YEAR-END 2002? 

No. The Commission's goal is to do the best it can for consumers and it should take the 

time needed to achieve that goal. The Commission still could make it clear to financial 

institutions and to other market participants that the transfer will happen, albeit at a slower 

pace. 

WHAT SPECIFIC MITIGATION MEASURES DO YOU RECOMMEND? 

I recommend four specific mitigation measures. 

WHAT IS YOUR FIRST RECOMMENDED MITIGATION? 

First, competitive procurement must be conducted for any capacity needed to serve 

Standard Offer customers under a contract with a term of one-year or more. Again, 

competitive procurement means both requests for proposals (RFPs) and competitive, anns- 

length, bilaterial negotiation. All competitive procurement should be designed and 

conducted with the goal of getting the best deal for A P S '  Standard Offer customers in 

terms of price, risk, and reliability. 

- 

The details of the competitive procurement will be worked out in Track B of this 

proceeding, but one crucial element is that the A P S  Affiliate must bid like any other biddeI 

and be held to its bid if it wins. Competitive negotiation can only be used with non- 

affiliates. Obviously, A P S  cannot conduct an arms length negotiation with either PWCC 

or PWEC.' ' 
WHAT PORTION OF THE POWER NEEDS OF STANDARD OFFER CUSTOMERS 

DO YOU SEE BEING MET THROUGH COMPETITIVE PROCUREMENT? 

I expect A P S  to competitively procure most of the power it needs for Standard Offei 

customers. The contract lengths and start dates will vary, but, as a group, these contract: 

" Davis Deposition Transcript at page 22-23. Indeed, I understand that, with the proposed Affiliate PPA, one person 
approved the PPA for both APS and PWCC. 1 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 
A. 

not be in place before APS wants to complete its asset transfer. However, I do not see a 

could account for up to 95% of capacity needs. As to contract lengths, I would expect 

A P S ,  based on risk mitigation principles, to have a portfolio of multi-year (5-, lo-, and 15- 

year) PPAs. 

WHAT IS THE SECOND MITIGATION MEASURE YOU RECOMMEND? 

Second, one or more short-term electricity markets must be established for all purchases 

with a term shorter than one year. 

WHY MUST THESE SHORT-TERM MARKETS BE ESTABLISHED? 

These short-term markets are another way to achieve consumer benefits. There will be 

power plants in Anzona and in other Western States that do not sell to A P S  most of the 

time. But, for shorter periods of time, these plants may have low-cost capacity and energy 

to sell. These short-term markets will ensure Arizona ratepayers receive the benefit of that 

low-cost capacity and energy if and when it is available. 

WHAT IS THE NATURE OF THE SHORT-TERM MARKET YOU ENVISION? 

The market may range from a real-time market to a day-ahead market to a monthly 01 

seasonal market for capacity and/or energy, or some combination of markets. It is 

important to realize, though, that this market is in no way, shape or form intended to take 

the place of long-term procurement, but merely to serve as an additional procuremenl 

option to cover short term needs. 

WHAT PORTION OF STANDARD OFFER NEEDS DO YOU SEE BEING 

PROCURED IN THESE MARKETS? 

I see these markets accounting for as little as 5% of the power needed to serve Standara 

Offer customers. 

DO YOU ANTICIPATE AN RTO WILL ESTABLISH THESE MARKETS? 

Markets established by a FERC-approved RTO likely will satisfy this recommendation 

but interim markets established by A P S  will have to be implemented because an RTO will 

- 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

problem with transferring operation of these markets to a FERC-approved RTO once it is 

established and operating. 

WILL APS RUN THESE MARKETS ALONE? 

It depends. If A P S  operates under codes of conduct that ensure its loyalties are to its 

ratepayers only, it can run these markets alone. If not, a third party should be brought in. 

WHAT IS THE THIRD MITIGATION MEASURE YOU RECOMMEND? 

Third, there can be no preferential access given to A P S  (or its Affiliates) generation assets 

for transmission capacity into or within APS'  service territory. To that end, all generation 

with a signed interconnection agreement, or for whom interconnection studies have been 

completed and that compstes in the A P S  Market should be designated as a Network 

Resource by A P S .  That is, all will be treated equally as suppliers serving A P S  native load. 

HOW WILL THIS BE ACHIEVED? 

It will be achieved by the Commission making it a condition of asset transfer. For 

example, acting on behalf of Standard Offer load, A P S  will be required to designate as a 

Network Resource all winners of any competitive procurement. 

HAS FERC GONE IN THIS DIRECTION? 

Yes. In its well publicized orders involving Entergy, AEP, and Southern, FERC said 

generators have the right to be studied as a Network Resource when requesting 

interconnection.'2 More importantly, FERC is codifying such a requirement through itz 

April 24,2002 Notice of Proposed Rulemaking (NOPR).13 

In the NOPR, there are two types of interconnection service: (a) Energy Resource 

Interconnection Service and (b) Network Resource Interconnection Service (NIUS). The 

latter is most relevant here in terms of serving Standard Offer customers. With NRIS. 

Merchants have the opportunity to be on an equal footing with the incumbent utilities' 

generation used to serve native load. The NOPR states that with NRIS: 

See AEP PowerMarketing, h c .  97 FERC 7 61,219 (2001). 
Standard Generator Interconnection and Operating Agreement FERC Docket No. RM02- 1-000 (2002). 

I2 

13 i 
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Q. 
A. 

Q. 
A. 

Q. 

The Transmission Provider must conduct the necessary studies 
and construct the Network Upgrades needed to inte 
Facility (1) in a manner comparable to that in w ich the 
Transmission Provider inteFates its generating facilities to 
serve native load customers. 

arate the * 

Since A P S  is buying on behalf of its Standard Offer customers, APS would arrangc 

for transmission service beyond the point of interconnection. Since projects wit1 

completed interconnection studies already can deliver their output to the grid, there is nc 

reason why A P S  should not be required to treat these projects precisely as it would treal 

one of its own projects; Le., as a Network Resource comparable to how A P S  uses its owr 

plants to serve its native load. 

WHAT IS THE FOURTH MITIGATION MEASURE YOU RECOMMEND? 

Fourth, in the absence of dramatic improvements in transmission, an RFP must bc 

conducted to invite competitive power suppliers to bid from facilities built in the APS 

- 

Valley Market, in competition with in-area A P S  capacity. The time frame for bids will be 

set long enough to allow time for siting in the A P S  Valley Market. I would expecl 

competitive power suppliers to offer to build new combustion turbine facilities in the APS 

Valley Market. 

WHAT IF THERE IS NO RESPONSE TO THE IN-VALLEY RFP? 

If insufficient competition is brought forth by the in-Valley RFP, during periods 01 

congestion, A P S  should be limited to charging a capacity and energy price not to exceec 

that expected from competition. Specifically, this price should be set at the cost of a proxj 

plant based on the capacity, energy, and operating costs of a new combustion turbine. Tht 

proxy price can also be used in the interim period between (a) the time A P S  existing in- 

area capacity must be used and (b) the date on which the winning bidder will come on line 

in the Valley Market. 

YOU MENTIONED CODES OF CONDUCT. DO YOU HAVE ANY SUGGESTIONS 

Id. at page 12. 14 - 
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21 
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4. 

Q. 
A. 

IN THIS REGARD? 

Yes. I recommend that the Commission require PWEC to be a wholly separate 

corporation from A P S  to accommodate the asset transfer in accordance with FERC’s 

proposed Standards of Conduct.” 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes. 

1306045.1/73262.005 

Standards of Conduct for Transmissio nProvider in Docket No. R M O  1 - 10-000 (200 1). 15 
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CRAIG R. ROACH 

TESTIMONY 

Direct Testimony concerning a proposed Affiliate power purchase agreement and requested waiver fiom 
competitive bidding rules, Arizona Corporation Commission Docket No. E-00000A-02-005 1, et 
al. [March 20021 For Panda Gila River, L.P. 

Direct Evidence concerning a proposal for transmission congestion management and expansion cost 
allocation, Alberta Energy and Utilities Board, Application No. 1248859. warch 20021. For 
TransCanada Energy Ltd. 

Direct Evidence concerning competitive procurement and pricing for transmission must run and other 
ancillary services, Alberta Energy and Utilities Board, Application No. 1244140. [February 
20021. For Ancillary Services Group. 

Comments concerning market power mitigation by RTOs, Federal Energy Regulatory Commission 
* Technical Conference on Standard Electricity Market Design, Docket No. RMO1- 12-000. 

[February 20021. - 

Direct Testimony concerning prices and other terms and conditions for imbalance energy, Federal Energy 
Regulatory Commission Docket EL02-46-000. [January 20021. For Generator Coalition. 

Direct Testimony concerning energy market conditions and energy availability in New Orleans, City 
Council of New Orleans, Docket No. UD-00-2. [January 20021. For Thomas Lowenburg, et ai. 

Initial Comments concerning the development of market-based mechanisms to evaluate proposals to 
construct or acquire generating capacity, Louisiana Public Service Commission Docket No. R- 
26,172. [December 20011. For Sempra Energy Resources. 

Expert Witness concerning abrogation of power sales agreement, State of Alabama, Circuit Court for 
Jefferson County, Civil Action Number CV9925070. [200l]. For Southern Company Services. 

Direct Testimony and Supplemental Direct concerning the competitive effects of the proposed merger of 
Orion Power Holdings, Inc. and Reliant Resources Inc., Federal Energy Regulatory Commission, 
Docket No. EC02-11-000. [October 2001 and January 20021. For Applicants. 

Comments and Request For Intervention concerning a proposed refund condition for market-based rates 
and methods of measuring market power, Federal Energy Regulatory Commission, Docket No. 
ELO1-118-000. [December 20011. For Boston Pacific Company, Inc. 

Comments concerning the role of market monitoring by RTOs, Federal Energy Regulatory Commission 
Conference on Electricity Market Design and Structure, Docket No. RMO1-12-000. [October 
20011. 

Affidavit concerning updated market power analysis in support of Carr Street Generating Station, L.P.’s 
market-based rate application, Federal Energy Regulatory Commission, Docket No. ER98-4095- 
001. [October 20011. For Orion Power Holdings, Inc. 
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Expert Report concerning calculation of damages due to a breach of contract, United States District Court 
(Eastern Texas), Case No. l:OOCV-283. [August 20011. For EPCO Carbon Dioxide Products, Inc. 

Direct Testimony concerning prudence of Wisconsin Electric Power Company’s Power The Future-2 
proposal, Public Service Commission of Wisconsin Docket 6630-DR-104. [June 20011. For 
Midwest Independent Power Suppliers Coordination Group. 

Direct Evidence Concerning Hydro Quebec’s transmission rate application, Regie de L’gnergie in Case R- 
3401-98. February 20011. For Ontario Power Generation, Inc. 

Presentation of guiding principles for monitoring market power in markets run by the California ISO, 
Federal Energy Regulatory Commission Technical Conference in Docket Nos. EL00-95-00, et al. 
[January 20011. For the Electric Power Supply Association. 

Affidavit concerning breach of contract by a utility and the resulting damages through the imposition of a 
. cap on a rate discount known as the LEE Credit, Louisiana Public Service Commission Docket 

No. U-22801. [August 20001. For Star Enterprise. 
- 

Direct, Supplemental Direct, Surrebuttal, and Rebuttal Testimony concerning the prudence of passing 
through the fuel adjustment clause certain electricity purchase costs and the costs of some utility- 
owned generation, New Orleans City Council Docket No. UD-99-2. [April and December 2000; 
March and August 20011. For Reverend C.S. Gordon, Jr., et al. 

Direct and Rebuttal Testimony concerning the pricing of Reliability Must-Run (RMR) Service to the 
California ISO, Federal Energy Regulatory Commission Docket Nos. ER98-496-006 and ER98- 
2160-004. Pecember 1999 and March 20001. For Duke Energy Power Services. 

Direct, Rebuttal, and Rebuttal to Staff Testimony concerning the prudence of electricity purchase costs 
passed through the fuel adjustment clause and the underlying, inter-company procurement 
practices and methods of economic dispatch, Louisiana Public Service Commission Docket No. 
U-23356, [July and November 1999; July 20001. For Linda Delaney, et al. 

Affidavit concerning the competitive effects of the proposed merger of Sempra Energy and KN Energy, 
Inc., Federal Energy Regulatory Commission Docket No. EC99-48-000. [May 19991. For Questar 
Pipeline Company. 

Direct and Oral Rebuttal Testimony concerning the competitive effects of the proposed merger of AEP and 
CSW, Federal Energy Regulatory Commission Docket Nos. EC98-40-000, ER98-2770-000, 
ER98-2786-000. [April 19991. For The Dayton Power and Light Company. 

Direct, Supplemental, and Rebuttal Testimony concerning a rate proposal for the Associated Branch Pilots 
of the Port of New Orleans, Louisiana Public Service Commission. [October 19981. For the 
Associated Branch Pilots. 

Direct and Rebuttal Testimony concerning claims for damages by Public Service of Colorado based on 
alleged improper billings under a power purchase agreement with Tri-State, American Arbitration 
Association No. 77 Y 181 00230 97. [September and October 19981. For Tn-State Generation 
and Transmission Association, Inc. 
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Testimony concerning a public records request, 19’ Judicial District Court, Parish of East Baton Rouge, 
State of Louisiana Suit No. 449,691 Div. “A”. (August 19981. For CII Carbon, L.L.C. 

Direct, Cross-Answering, and Surrebuttal Testimony concerning standby rates for self-generators, 
Louisiana Public Service Commission Docket No. U-20925-SC. [June, July, and August 19981. 
For CII Carbon, L.L.C. 

Direct ~d Surrebuttal Testimony concerning reliability, market power, functional unbundling, divestiture, 
-default supplier, balancing and other restructuring issues, New Jersey Board of 

Public Utilities Docket No. EX94120585Y, et al. [March and April 19981. For Mid-Atlantic Power Supply 
Association. 

Declaration concerning antitrust issues made by Florida Power in a motion for summary judgment, United 
States District Court (Miami, Florida), Case No. 96-594-CIV-LENAFtD. [February 19981. For 
Metropolitan Dade County and Montenay Power. . 

Comments concerning market power, market structure, reliability, and related topics in restructuring, 
Arkansas Public Service Commission Docket Nos. 97-45 1-U, 97-452-U, and 97-453-U. February 
19981. For Arkansas Electric Energy Consumers. 

Direct, Rebuttal, and Surrebuttal Testimony concerning a methodology for determining avoided cost prices, 
Louisiana Public Service Commission Docket No. U-22739. movernber, December 1997 and 
January 19981. For CII Carbon, L.L.C. 

Direct Testimony concerning Virginia Power’s proposals for stranded cost recovery, Virginia State 
Corporation Commission Case No. PUE 960296. [December 19971. For Virginia Independent 
Power Producers, Inc. 

Rebuttal Testimony concerning rules for affiliate transactions in the proposed merger of Pacific Enterprises 
and Enova Corporation, California Public Utilities Commission No. A.96-10-038. [August 19971. 
For Kern River Gas Transmission Company. 

Direct Testimony concerning the proposed merger of Pacific Enterprises and Enova Corporation, California 
Public Utilities Commission No. A.96-10-038. [August 19971. For Kern River Gas Transmission 
Company. 

Rebuttal Testimony concerning the calculation of damages for the Abrogation of Tenaska’s power purchase 
agreement by BPA, American Arbitration Association No. 77-198-0224-95. [July 19971. For 
Tenaska, Inc. 

Testimony Concerning Ex-Im Bank and OPIC, before the Subcommittee on Tax, Finance, and Exports, 
Committee on Small Business, U.S. House OfRepresentatives. [May 15, 19971. 

Testimony concerning the abrogation of Tenaska’s power purchase agreement by BPA, American 
Arbitration Association No. 77-198-0224-95. [February 19971. For Tenaska, Inc. 
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Direct Testimony concerning rolled-in rates on Transco, Federal Energy Regulatory Commission Docket 
Nos. RP95-197-000 and RP95-197-001 (Phase n). [January 24, 19961. For KCS Energy 
Marketing, Inc. 

Direct Testimony concerning estimates of avoided costs by Louisiana Power & Light, Louisiana Public 
Service Commission Docket No. U-21384. [October 13, 19953. For Calciner Industries, Inc. 

Surrebuttal Testimony concerning estimates of avoided costs by Empire District Electric Company, 
Missouri Public Service Commission Case No. EC-95-28. [June 20, 19951. For Ahlstrom 
-Development Corporation. 

Affidavit concerning Duke’s market power study, Federal Energy Regulatory Commission Docket No. 
ER95-760-000. [April 14, 19951. For North Carolina Municipal Power Agency Number 1 and 
Piedmont Municipal Power Agency. 

Direct Testimony concerning estimates of avoided costs by Empire District Electric Company, Missouri 
Public Service Commission Case No. EC-95-28. [January 19, 19951. For Ahlstrom Development 
Corporation. - 

Direct Testhony concerning a proposal for rolled-in rates by Pacific Gas Transmission, Federal Energy 
Regulatory Commission Docket No. RP94-149-000. wovernber 17, 19941. For Alberta 
Department of Energy. 

Direct Testimony concerning proposal for market-based rates under Rate-K, Michigan Public Service 
Commission Case No. U-10625. [October 28, 19941. For Michigan Cogeneration Coalition. 

Preliminary Written Comments concerning the need for and form of a request for proposals (RFP) by 
Carolina Power & Light, South Carolina F’ublic Service Commission Docket No. 94-469-E. 
[August 10, 19941. For Carolina Competitive Energy Producers. 

Initial and Reply Comments concerning guidelines for evaluation of unsolicited private power proposals, 
North Carolina Utilities Commission Docket No. E-100, Sub 64. [September/October, 19931. For 
Carolina Competitive Energy Producers. 

Direct Testimony concerning Section 712 issues, Florida Public Service Commission Docket No. 921288- 
EU. [September 10, 19933. For Florida Competitive Energy Producer’s Association. 

Oral Testimony concerning Section 712 issues, Maryland Public Service Commission Case No. 8568. 
[August 30, 19931. For Mid-Atlantic Independent Power Producers. 

Direct Testimony concerning Section 712 issues, Georgia Public Service Commission Docket No. 4384-U. 
[July 16, 19931. For Electric Generation Association. 

Direct Testimony concerning the proposed merger of Entergy and Gulf States, Federal Energy Regulatory 
Commission Dockets Nos. EC92-21-000 and ER92-806-000. warch 24, 19931. For Arkansas 
Electric Energy Consumers. 
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Direct Testimony concerning New York curtailment proposals, New York Public Service Commission 
Case Nos. 92-E-0814 and 88-E-081. February 25, 19931. For J. Makowski Associates, Inc. 

Direct Testimony concerning Georgia Power Company’s Integrated Resource Plan, Georgia Public Service 
Commission Dockets No. 4131-U and 4134-U. [June 1, 19921. For Mission Energy Company. 

Direct andRebutta1 Testimony concerning Baltimore Gas and Electric’s CPCN Ning and Cogen 
-Technologies’ proposed QF, Maryland Public Service Commission Case No. 824 1-Phase 11. 
IAugust and September 19911. For Mission Energy Company. 

Direct Testimony commenting on Jersey Central Power & Light Company’s request for proposals dated 
August 31, 1990, Docket No. 8010-678B. [December 27, 19901. For State ofNew Jersey 
Department of the Public Advocate [Co-sponsored]. 

Direct and Rebuttal Testimony concerning the salefleaseback and restated agreement transaction for 
. Springerville and San Juan power, Federal Energy Regulatory Commission Docket Nos. 

EL89-17-001 and EL89-18-001. [May and June 19901. For Century Power Corporation. - 
Direct and Rebuttal Testimony concerning the proposed merger of Southern California Edison and San 

Diego Gas and Electric, Federal Energy Regulatory Commission Docket No. EC89-5-000. 
[November 1989 and January 19901. For Century Power Corporation. 

ARTICLES & SPEECHES 

“Measuring Market Power in the U.S. Electricity Business,” Enerw Law Journal 23, No.1 (2002): 51-62. 

“Market Monitoring and Market Power” Presented to The Energy Bar Association, Washington, DC 
(November 2001). 

“Choosing a Market Power Standard for Market-Based Rates” Presented at the Electric Power Supply 
Association’s State Issues & Summer Membershp Meeting, Washington, DC (July 2001). 

“Energy experts debate capping electricity prices in California,” The NewsHour with Jim Lehrer (May 
2001). 

“Price Caps: An Apparent Short-Term Solution That Creates Long-Term Problems” Presented at Energy 
and Power Risk Management’s Annual Conference, Houston, Texas (May 2001). 

“Assuring Restructured Markets are Effectively Competitive” Presented to National Governors’ 
Association, Philadelphia, Pennsylvania (April 2001). 

“Who Lost California?” Presented to Gulf Coast Power Association, Houston, Texas (March 2001). 

“What Lessons Can New England Learn From California’s Wholesale Power Markets” Presented at 
Northeast Energy and Commerce Association’s Annual Meeting, Boston, Massachusetts 
(December 2000). 

“Auction Debate: Last Price v. Pay-as-bid Auction Methods” Moderator and Speaker for the Electric Power 
Supply Association Regulatory Affairs Committee Meeting (December 2000). 
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“Congestion Management: Setting the Stage for Consensus” Moderator and Speaker for the Electric Power 
Supply Association Regulatory Affairs Committee Meeting (May 2000). 

“Protecting the Consumer by Promoting Competition” Presented at “Trusting Markets-IS0 Experiences” a 
workshop during the Electric Power Supply Association Fall Membership Meeting (October 
1999). 

“Renegofiating Power Purchase Agreements When Establishing Competitive Energy Markets” Presented at 
“Second Generation Issues in the Reform of Public Services” an international conference 
.sponsored by the Inter-American Development Bank (October 1999). 

“Presumptions About Customers That Drive Key Decisions in a Restructured Electricity Business” 
Presented at the Electric Power Supply AssociatiodFortune Magazine’s Executive Conference 
(January 1999). 

“How.Externa1 Factors Drive the Success of Your Investment and Strategic Decisions” Presented at the 
Electric Power Supply Association’s Risk Management Conference (December 1998). 

“Assessing Market Power at the Retail Level“ Presented at the Electric Power Supply Association‘s 
Summer Membership Meeting (July 1998). 

‘The Right Market Power Analysis for Retail Restructuring Proceedings” Presented at the Electric Power 
Supply Association’s State and Regional Issues Meeting (March 1998). 

“Managing Today’s Significant Risks” Presented at “International Power Project Development and 
Finance” (February 1998). 

“Managing Today’s Significant Risks” Presented at the Electric Power Supply Association’s Risk 
Management Conference (December 1997). 

“Modeling Real ,Markets and Making Real Investment Decisions” Presented at “Market Price Forecasts” 
(October 1997). 

“Managing Risk in a Restructured U.S. Electricity Business” Presented at the Council of Industrial Boiler 
Owners’ 19th Annual Meeting (October 1997). 

“A Risk Assessment Checklist for Power Project Acquisitions” Presented at “Mitigation Risk for 
International Power Projects” (July 1997). 
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Exhibit CRR-2 

SMA Support Documents - APS Generation 

Current P l q t s  in APS Area 

-Area Generation 

Source Western Systems Cwrdinating Council Summary of Estimated Loads and Resources 
Existinf Generation b Siqificant Additions and Chanxes to System Facilities 2000-2010 
Dated May 2001, Data as oflanuary I, 2001 
West P h m i x  % Listed as mothballed, but returned to scrvia in 2002 

- 
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Plant Name Location Mw 
Desert Basin Casa Grande, AZ 520 

SMA Support Documents - Generation Additions 

Merchants in APS Service Area by 2003 

TiGstPhoenix ~ Phoenix, AZ 620 
Arlington Valley 1-2 Arlington Valley, AZ 1,180 
Gila River 1 4  Gila Bend, AZ 2,080 
Redhawk 1-2 Palo Verde, AZ 1,060 
Sundance Coolidge, AZ 450 
Harauahala Harauahala. A2  1,040 

[(Mesquite IArlington, AZ I 1,250 11 

Source: Testimony of Jerry Smith in Docket E-01345A-01-0822, March 29,2002 
Plants out of APS service area were removed 
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SMA Support Documents - Imports and Loads 

Impo& into Phoenix from other APS Units 

Total In-Area Capacity for APS Territory 16,315 

less ocotillo 325 
less West Phoenix Additions 620 

Tota€ In-Area Capacity for APS Territory Outside of Phoenix 14,922 

less West Phoenix 448 

Total APS Owned In-Area Capacity 
less APS Capacity in Phoenix 

APS In-Area Capacity Outside of Phoenix 

5,390 
1,393 

3,997 

APS In-Area Market Share Outside of Phoenix 27% 

TTC into APS Phoenix Area* - 3,685 

APS Share of TTC into APS Phoenix Area 987 

Peak Load in 2003 

APS System-Wide Peak Load* 
Aps Phoenix Peak Load* 

5,911 
4,112 

* Rebuttal Testimony of Cary Deise, Docket E-01345A-01-0822, et al. 
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I. 

Q. 
A. 

Q. 

A. 

Q- 
A. 

Q* 
A. 

PURPOSE AND SuiMMAR Y OF TESTIMONY 

PLEASE STATE YOUR NAME, POSITION, AND BUSINESS ADDRESS. 

My name is Craig R. Roach. I am a partner with Boston Pacific Company, Inc. 

My business address is 1100 New York Avenue, NW, Suite 490 East, Washington, 

DC 20005. 

ARE YOU THE SAME CRAIG R. ROACH WHO FILED DIRECT 

TESTIMONY IN THIS PROCEEDING? 

Yes. 

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY? 

The purpose of my Rebuttal Testimony is to respond to the Direct Testimony filec 

by -the Arizona Corporation Commission Staff (“Staff ’) Arizona Public Service 
- 

Company (“APS”), and by the Arizona Residential Utility Consumer Office 

(“RUCO”). 

PLEASE SUMMARIZE YOUR TESTIMONY. 

I agree with the Staff that APS possesses generation and transmission marke 

power and I conclude that the best mitigation is for A P S  to competitively procurt 

(through a combination of bilateral purchases and a bid solicitation process) 100% 

of its Standard Offer Service requirements. I also conclude that this will allow thc 

Commission to assert and maintain its jurisdiction over APS after the asse 

trans fer. 

I agree with A P S  that competitive procurement is the quid pro quo for asse 

transfer. I disagree with APS’ contention that, in the absence of competitivc 

procurement, A P S  lacks generation and transmission market power; the refusal tc 

conduct competitive procurement is, in-and-of-itself, an exercise of market powe 

by APS. 

Finally, I conclude that the concerns expressed by RUCO’s witness ar 

BOSTON PACIFIC COMPANY, INC 
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I agree with much of what Staff had to say. First and foremost, I agree with Staffs 

Q. 

A. 

11. 

Q. 

A. 

conclusion that APS has both generation and transmission market power, and that 

largely irrelevant because they are largely an argument against FERC policies and 

this market power simply will be transferred to PWEC with the asset transfer’ 

do not address the issues of asset transfer and competitive procurement which have 

unless the Commission implements effective mitigation. I also agree that a broadex 

been set for this proceeding. 

My only notable disappointment is that Staff did not go on to state thar 

IN LIGHT OF THE OTHER TESTIMONIES, HAVE YOU CHANGED YOUR 

RECOMMENDATIONS TO THE COMMISSION? 

competitive procurement must be the primary measure for mitigating generatior 

No. My recommendations remain as they were in my Direct Testimony. The key 

recommendation is that the Commission prohibit the transfer of A P S  generation 

assets to its Affiliate unless and until the Affiliate in fact will face competitive 

challenges on the price and non-price terms at which it will sell back to A P S  to 

serve Standard Offer customers. That is, the asset transfer must be conditioned on 
- 

competitive procurement for 100% of APS’ Standard Offer needs. 

I AGREE WITH STAFF THAT APS HAS BOTH GENERATION AND 
TRANSMISSION MARKET POWER, AND THAT THE ASSET TRANSFER 
CANNOT GO FORWARD WITHOUT THE COMMISSION ENSURING 
EFFECTIVE MITIGATION. 

A. It is crucial that the Commission rule, consistent with its oripinal rulinps 
on asset transfer, that competitive procurement be the primary measure 
for mitigating APS’ market power. 

PLEASE SUMMARIZE YOUR RESPONSE TO STAFF’S DIRECI 

TESTIMONY. 

Code of Conduct is required to govern affiliate transactions.2 

Direct Testimony of Matthew Rowell at page 8 lines 3 to 9. 
Direct Testimony of Barbara Keene at page 7 line 11 to page 8 line 20. 

1 
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condocted a test for market power using the method now required by FERC; this is 

called the Supply Margin Assessment (SMA). Both analyses show that there is the 

potential for aggressive competition in the A P S  market from (a) in-area merchants, 

(b) jointly owned plants in-area, and (c) imports from throughout the Western U.S. 

The problem arises because APS has the ability to block that competition by its 

exercise of generation andor  transmission market power. Most notably, APS 

could exercise this market power by simply not allowing these competitors an 

opportunity to compete for its Standard Offer Customers. 

DID YOUR MARKET POWER ANALYSIS REACH THE SAME 

CONCLUSION AS APS' CONCERNING WHETHER APS HAS MARKET 

i 

BOSTON PACIFIC COMPANY, INC. 
-3- 

Q. 
A. 

Q. 

A. 

Q. 

market power. APS has an ample number of potential competitors who could 

supply power to Standard Offer customers, but the Commission must order A p S  to 

conduct competitive procurement so that those competitors actually have an 

opportunity to compete; i.e., have the opportunity to offer Standard Offer 

consumers a better deal than A P S  in terms of price, risk, and reliability. 

WHAT REMEDY DOES STAFF PROPOSE? 

The Staff proposes that utilities submit a market power study and mitigation plan. 

Upon Commission approval of the mitigation plan, the utility would be free to 

transfer its generation assets. The exception would be for must-run plants; here the 

Staff recommends continued cost-plus regulation. In addition, any utility having 01 

anticipating transactions with an affiliate would also have to propose a Code of 

Conduct to cover such transactions, 

DO YOU AGREE WITH A REQUIREMENT FOR A MARKET POWER 

STUDY AND MITIGATION PLAN? 

Yes. 

studies and a recommendation for mitigation. 

- 

However, the record in this proceeding already contains market powei 

Specifically, APS and I eacl- 
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A. 

Q. 

A. 

Q. 

POWER? 

No. My analysis concluded that APS had generation market power, APS’ analysis 

concluded that no market power existed. My conclusion was based upon APS’ 

rehsal to conduct competitive procurement as part of the quid pro quo for the assei 

transfer. Again, I do not disagree that there are a good number of potential 

competitors. My point is that APS’ ability to deny those potential competitors an 

opportunity to actually compete (by failing to live up to its agreement tc 

competitively procure Standard Offer needs) is, in-and-of-itself, an exercise oj 

market power. 

B. The mitigation measures identified in my Direct Testimony wil 
effectively address Staffs market power concerns. 

HOW SHOULD THE COMMISSION ADDRESS THE MARKET POWER 

CONCERNS RAISED BY YOU AND STAFF? 

The Commission should ensure that competitors to APS’ current generation haw 

the opportunity to compete. The means to this end is for the Commission tc 

maintain its original requirement that asset transfer be allowed only when linked tc 

competitive procurement. Competitive procurement for longer-tern sales to servc 

Standard Offer customers is the best mitigation for generation market power. Tha 

is, it is the threat of a better deal from a competitor that will stop APS fron 

imposing on Standard Offer customers price or non-price terms inferior to those ii 

the competitive marketplace. 

In addition, the Commission should (a) require APS to establish a short-ten: 

energy market and (b) address transmission market power by requiring APS tl 

treat all competing generation as it would its own generation; that is, it must treg 

all suppliers as Network Resources. 

DO YOU AGREE WITH STAFF WITH RESPECT TO MUST-RUT 

= 
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A. 

Q. 

A. 

Q. 

A. 

Q. 

FACILITIES? 

I .agree with Staff that market power is a special problem in load pockets like 

Phoenix3 and that the concern should be focused on must-run facilities. However, 

I disagree that these must-run facilities should remain under cost-plus regulation? 

As proposed in my Direct Testimony, these facilities can be subject to competitive 

challenge through an W P  that allows time for other suppliers to build transmission 

or generation in the Valley. In the interim, the price paid to these must-run plants 

can be capped at one of the competitive price offers likely to emerge from such a 

competitive market: the capacity and energy prices of a combustion turbine 

facility. 

C. . 

- 
I also agree with Staff that the Codes of Conduct must be broadened, 
but I have some concerns about (a) the implementation of Staffs 
“enhanced prudence standard” and (b) one Staff witness’ inclination ta 
intervene in short-term markets. 

DO YOU AGREE WITH STAFF’S CALL FOR A BROADENED CODE OF 

CONDUCT? 

Yes. I agree that the Code of Conduct governing affiliate transactions should be 

broadened.’ In my Direct Testimony, I suggested that the change be consisten 

with that proposed recently by FERC. 

ARE THERE OTHER AREAS OF STAFF’S TESTIMONY THAT YOU WAN7 

TO ADDRESS? 

Yes, there are two. The first has to do with Staffs proposal for an “enhance( 

prudence standard.” The second is an apparent inclination by one Staff witness tc 

suggest intervention in any short-term market. 

WHAT IS YOUR RESPONSE TO STAFF’S “ENHANCED PRUDENCI 

Direct Testimony of David Schlissel at page 2 lines 15-17. 
Direct Testimony of Matthew Rowel1 at page 13 lines 3-6. 
Direct Testimony of Barbara Keene at page 7 line 11 to page 8 line 20. 
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A. 

Q* 

A. 

STANDARD?” 

The Staffs  “enhanced prudence standard” reflects legitimate goals, but I have 

some concerns with its implementation. First, prudence is determined on the basis 

of the information known or knowable at the time of the decision. For example, if 

a ten-year PPA is won through competitive procurement, then the prudence of the 

PPA is determined for the entire term on the basis of the information known at the 

time of the competitive procurement. The prudence of that purchase is not 

something that ought to be revisited by the Commission on an ongoing basis 

during the ten-year term. 

Second, Staff would require that the winning offer not only beat all 

competing offers, but that it be shown to beat what APS would have charged foI 

power under cost-plus rates had it not transferred its assets,6 Such a standard 

would be hard to implement. In the short-term, the difficulty lies with having tc 

make an adjustment for ratepayer risk; ratepayers face much more risk with a cost- 

plus offer than with a pay-for-performance contract. In the longer run, the 

difficulty will be in estimating what cost-plus rates would have been; how, foi 

example, would we account for increased maintenance cost or increased outages a5 

plants age? 

WHAT IS YOUR COMMENT ON THE STAFF’S APPARENT INCLINATIOb 

- 

TO INTERVENE IN SHORT-TERM MARKETS? 

At the outset, I note that the exact nature of the competitive procurement and tht 

shorter-term markets is the subject of the Track B proceeding. As I stated in mi 

Direct Testimony, APS’ requested asset transfer should be made contingent upor 

the resolution of the Track B proceeding and implementation of the results. M: 

general view is that the Commission should focus primarily on assuring that uti& 

Direct Testimony of Matthew Rowel1 at page 7 lines 1-3. 6 
=. 

BOSTON PACIFIC COMPANY, INC. 
-6- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

‘ 18 

19 

20 

21 

22 

23 

24 

25 

26 

Q- 

A. 

distribution companies (UDCs) utilize other forms of competitive procurement and 

that the short-term market account for an insubstantial (up to 5%) portion of their 

capacity needs. In other words, my advice is to stay out of the short-term markets 

rather than attempt to make short-term power artificially more appealing by 

capping prices and limiting bidding behavior. Mr. Peterson’s Testimony prompted 

my concern by reflecting an inclination toward significant price intervention in 

short-term  market^.^ 
DO STAFF WITNESSES VOICE CONCERNS REGARDING THE DEPTH OF 

THE COMPETITIVE WHOLESALE MARKET IN ARTZONA? 

Yes. Staff witness Jerry Smith believes that the wholesale market is currently 

“thin” for the year 2002.8 My analysis has shown that, over time, Arizona has 

enough new merchant generation coming on-line (around 6,500 MW) to produce a 

vibrant competitive wholesale Again, I am confident that Arizona has a 

significant number of potential Competitors, my concern is that APS is exercising 

market power by denying these potential suppliers an actual chance to compete a1 

wholesale to serve Standard Offer customers. 

- 

111. I AGREE WITH APS THAT VIBRANT WHOLESALE COMPETITION 
CLEARLY IS IN THE PUBLIC INTEREST, AND THAT THERE ARE A 
SIGNIFICANT NUMBER OF POTENTIAL COMPETITORS IN THE APS 
MARKET. 

A. APS does have market power, however, because it can deny thest 
otential competitors an opportunity to compete. APS would do so bi 

failing to use competitive procurement for 100% of the needs ol 
Standard Offer customers, which APS agrees is the quid pro quo foi 
asset transfer. 

Q. 

A. 

IN WHAT WAYS DO YOU AGREE WITH APS’ WITNESSES? 

I agree with APS’ witnesses in three ways. First, I agree that a vibrant wholesalt 

Direct Testimony of Paul Peterson at page 5 lines 21-25. 
Direct Testimony of Jerry Smith at page 4 lines 15-28. 
TEP witness Michael J. DeConcini also states that the power market is competitive at the wholesale level. Initial 

Testimony of Michael J. DeConcini at page 8 lines 13-16. 

7 

8 

BOSTON PACIFIC COMPANY, INC 
-7- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

‘ 18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 
A. 

Q- 
A. 

competitive market is in the public interest. I agree with most f not all of the 

reasons stated by APS’ witness in this regard. In particular, I take note and agree 

with the claim that the switch from cost-plus ratemaking to market pricing creates 

a significant new incentive to more efficiently produce power. Dr. Hieronymus 

states: 

The benefits of a competitive wholesale market flow primarily 
from three causes. First, the progressive movement from cost 
of service to market pricing produces powerful efficiency 
incentives that did not exist previously. Related to this is the 
improvement in management decision making for competitive 
services as more profit-oriented managements re lace utility 

makers concerning what to build, how tp8ontract for fuels, 
and how to operate generating facilities. 

Along with the fact that cost-plus ratemaking is risky for consumers, these 

monopoly managements and their regulators as B ecision 

- 
. 

efficiency gains are a prime reason to move to market pricing. 

WHAT IS THE SECOND WAY IN WHICH YOU AGREE WITH APS? 

Second, I agree that there are a great number of potential competitors in the APS 

Market. As illustrated by the SMA analysis presented by APS, potential 

competitors include (a) in-area merchants; (b) jointly-owned plants in-area; and (c) 

impotts from throughout the Western U.S. As I have explained several times, m j  

concern with market power in the A P S  Market is not with a lack of potential 

competitors, but with a lack of real opportunities for those competitors to compete 

at wholesale. That is, actual opportunities to stand up and offer a lower price 

lower risk, or higher reliability to Standard Offer customers. The potential foi 

wholesale competition would be wasted entirely, with respect to APS’ customers 

for example, if APS’ variance request is granted. 

WHAT IS THE THIRD WAY IN WHICH YOU AGREE WITH APS? 

Third, I agree that asset transfer and competitive procurement are inextricabll 

l o  Direct Testimony of William H. Hieronymus at page 2 line 21 to page 3 line 5. 
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Q. 
A. 

linked. Mr. Davis states: 

.-- Q. 

A. 

ARE DIVESTITURE AND COMPETITIVE BIDDING 
UNDER RULE 1606(B) LINKED? 
Absolutely, both in the historical context of the Electric 
Competition Rules and in the ractical sense. I say 

1606(B) and Rule 16151 arose at the same time and 
have always been synchronized in their starting date. 
Even during the approval process of the 1999 APS 
Settlement Agreement, the variance granted to Rule 
1606(B) was referred to as a “corresponding delay,” that 
is, “corresponding” to the delay in implementation of 
Rule 1615 ... 
Moreover, the competitive bidding and other power 
procurement provisions of Rule 1606(B) refer only to 
“Utility Distnbution Companies,” which in the parlance 
of the Electric Competition Rules is used only to 
describe Affected Utilities such as A P S  in their post- 
divestiture state of restructuring. Practically speaking, it 
would make little sense for a still vertically-integrated 
utility to bid for resources it already owns, a concession 
that even merchant generators such as Sempra have 
acknowlt#ged in response to the Company’s data 
requests. 

historical context because o f t  K e two provisions [Rule 

Again, competitive procurement for 100% of the needs of Standard Offe 

Customers was (and is) the quid pro quo for allowing the asset transfer to proceed. 

ARE THESE AREAS OF AGREEMENT NEW? 

No, b.u\ the explicitness of APS’ language reflects a change of tone, I think Staff i 

fair to put a spotlight on the contradiction in APS’ market power testimony a 

compared to its statements in connection with its request for a variance for 

1606(B). Specifically, as, Staff points out, when speaking of market power, AP1 

says that a huge number of competitors exist. And, yet, when it came time tl 

address the issue of whether APS could comply with 1606(B), APS declared ths 

no competitors existed.I2 I hope APS is backing away from its claim that it cannc 

comply with 1606(B).13 

Direct Testimony of Jack Davis at page 9 line 22 to page 10 line 10. 

Dr. Hieronymus states that the large Western market “gives APS and the Commission the luxury of deciding 

I I  

’’ Direct Testimony of David Schlissel at page 3 lines 5-8. 

whether it wants the PPA on other grounds, such as price, reliability, fuel diversity and so forth without needing to bi 

13 

BOSTON PACIFIC COMPANY, INC 
-9- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

‘ 18 

19 

2c 

21 

22 

2: 

2L 

2: 

26 

My primary disagreement is with APS’ claim that the proposed Affiliate PPA 

would sufficiently mitigate its market power.I4 As I explained in my Direct 

Testimony, a long-term affiliate PPA can be mitigation for market power if, and 

only if, the price and non-price terms of that PPA have been tested against a 

competitive procurement. l5 

B. Many of the differences in my SMA and that of APS could be resolved 
by a better understanding of how transmission constraints affect 
competition. For example, competitive procurement for longer-term 
PPAs lessens the importance of these constraints as compared to 
purchases in short-term markets. 

DOES YOUR SMA DIFFER FROM THAT PRESENTED BY APS? 

Yes. While the overall results of my SMA and that from A P S  are similar, there are 

some important differences in the details. A P S  did not present much in the way of 

documentation so it is hard to identify reasons for the difference. In the hope thal 

APS will do the same in its Rebuttal Testimony, allow me to explain in a bit more 

detail the approach I took; this will supplement the discussion and data in m j  

Direct Testimony including Exhibit No CRR-2. 

WHAT WERE THE KEY TASKS IN THE SMA? 

2 
4. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

There were four key tasks. 

WHAT WAS THE FIRST KEY TASK? 

The first task was deciding what existing generators were located inside of the AP2 

control area. We chose a straightforward method of relying on the public11 

available data from the Western Systems Coordinating Council (WSCC). Thc 

WSCC data groups generators by what it terms “Area.” We simply took all of thc 

plants with an area listing of “APS” and called them in-area generators. Thi 

IN WHAT WAYS DO YOU DISAGREE WITH APS’ WITNESSES? 

concerned about whether wholesale power markets will be deep and liquid.” Direct Testimony of William H. 
Hieronymus at page 19 lines 1-4. 

Is Direct Testimony of Craig R. Roach at pages 16-17. 
Direct Testimony of William H. Hieronymus at page 38. 14 

i 
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Q. 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

designation included all of APS’ existing plants except for Navajo, which was 

located in SRP’s area. The one modification we made to the WSCC data was to 

accurately count as active the full capacity of West Phoenix units 4 though 6, 

which are listed as deactivated in the WSCC data, but which have been reactivated 

within the last year. 

-WHAT WAS THE SECOND KEY TASK? 

Next we determined which merchants would be on-line and located in the APS 

area. To determine which plants would be on-line we relied on the previous 

testimony of Staff witness Jerry Smith.I6 We took all merchants expected to be on- 

line by the end of 2003. In order to determine the location of the merchants we 

took a map of APS’ service territory and examined press releases from the 

merchants to determine where the plants would be located. If the location of the 

plant was inside of APS’ service territory, then the plant was justifiably considered 

an in-area resource. 

WHAT WAS THE THIRD KEY TASK? 

The third step was the determination of import limits into the APS control area 

We first examined the APS OASIS site, but there were no postings of Tota 

Transfer Capability (“TTC”). So we asked the APS transmission department wha 

the import capability was into APS’ control area. We were told that it wa: 

approximately 3,900 MW. 

WHAT WAS THE FOURTH KEY TASK? 

Fourth, we had to determine peak load. We used the projection for 2003 from AP: 
witness Cary Deise.17 

HOW DOES APS’ SMA DIFFER? 

Dr. Hieronymus has several differences in his SMA analysis. With respect tc 

- 

l6 Smith Testimony in Docket E-01345A-01-0822, Exhibit JS-10. 
Deise Rebuttal Testimony in Docket E-01345A-01-0822, et al. 17 
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Q. 
A. 

Q. 
A. 

existing, in-area generation, although he states that he included “all of the 

generation physically located inside of APS’ control area” he does not include Palo 

Verde and Red Hawk as in-area resources. Thus, he does not include the co-owned 

portions of Palo Verde as in-area competitors either. He also included the co- 

owners of Navajo as in-area competitors along with Four Comers. 

1- His calculation of APS generation is similar to ours, but he further includes 

power purchase contracts with Pacificorp and SRP. We did not have the 

opportunity to research these contracts to determine whether control was shifted ta 

APS so we did not include them, but their inclusion would have only increased 

APS’ capacity in the market. 
- 

M A T  ABOUT MERCHANTS EXPECTED TO BE ON-LINE? 

His calculation of merchant generation is different as well. The Mesquite and 

Harquahala plants are not included, possibly because they are, according to the 

WSCC generation database maintained by the CEC, supposed to be on-line aftei 

the summer peak of 2003, which I understand to be his cut off point for inclusion 

The Arlington Valley plant, located near Palo Verde, and the Sundance plant 

locatei Southeast of Phoenix, are also not included in his analysis. Despite tht 

location of the facility near Palo Verde, the Panda plant is included as an in-are2 

merchant as is the Desert Basin facility located south of Phoenix. 

WHAT ABOUT IMPORT LIMITS? 

Dr. Hieronymus uses an import level of over 11,000 MW. He removes abou 

2,000 MW from that number in order to bring in the Red Hawk facility and thi 

APS portion of Palo Verde. The remaining 9,000 MW, Dr. Hieronymus assumes 

is the import TTC into the APS control area. His import number may be mucl 

higher than ours because he apparently includes transmission capacity even if AP! 
does not own or control it. 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

WHAT ABOUT PEAK LOAD? 

Dr. Hieronymus uses an older projection of peak load, the projection for 2003 that 

A P S  filed in its Year 2000 FERC Form 714. This is a valid number, but we used 

our number because the source was more recent. 

CAN YOU IDENTIFY THE MAIN DIFFERENCE IN APPROACH? 

The most important difference between my SMA and the approach employed by 

Dr. Hieronymus appears to be in defining what.constitutes the APS area as well as 

in determining the import limits are that area. One consequence of our 

methodology is that we may have overstated the TTC into the A P S  control area. If 

we assume that Palo Verde and merchants located near there (with the exception of 

Panda) are out-of-area, then these facilities, as well as the co-owners of Palo 

Verde, would have to use up TTC to get into the APS control area. This would 

reduce the amount of other imports that could compete. 

WOULD LOWER IMPORTS CHANGE YOUR RESULTS? 

No, this would not change the overall results of my SMA. Even if all of the TTC 

was taken up by nearby plants importing into the APS control zone, I would still 

conclude that A P S  would face a significant number of potential competitors. The 

sum of all APS generation, merchants and facility owners and co-owners ol 

existing facilities would equal 16,3 15 MW. With a peak load of 5,911 MW tha1 

leaves a supply margin of 10,404 MW, almost twice the APS capacity in the 

market. However, lowering imports in this manner would give even greatei 

importance to assuring merchant generation has a real opportunity to compete 

through competitive procurement for 100% of Standard Offer customer load. I 

also gives greater importance to ensuring equal access to transmission and equa 

treatment of suppliers with respect to interconnection. 

ARE THERE BROADER IMPLICATIONS TO THESE DIFFERENCES? 

- 
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A. 

Q. 
A. 

Q. 
A. 

Yes. I think these differences show the importance of a clear understanding of 

how transmission constraints affect competition, and how that effect might diffel 

between competition through competitive procurement for longer-term PPAs as 

opposed to competing in a spot market. 

Clearly, if a generator is not already interconnected and integrated into the 

transmission network, that competitor cannot be included as a competitor for the 

-spot market. That is, the supplier could not bid to deliver firm power in the nexl 

day or next hour so it is not an effective competitor. However, with competition 

for longer-term PPAs, with an on-line date in the future, potential suppliers could 

compete even without actually being interconnected and integrated. That is, s 

supplier could make an offer, but then wait to win before actually being 

interconnected and integrated. 

WHY IS THIS IMPORTANT? 

Competitive procurement for longer-term PPAs in advance of the on-line date 

allows more suppliers to compete, and to compete with less actual transmissior 

- 

investment, because only the winner must actually be interconnected anc 

integiated. Put more bluntly, if 30,000 MW of capacity was to compete for spo 

sales tomorrow, then all 30,000 MW must be interconnected and integrated now 

In contrast, if 30,000 MW want to compete for a ten-year PPA with an on-line datc 

three years from now, none of it must be actually interconnected and integrate( 

today. Competitive procurement for long-term PPAs in advance of the on-line datc 

allows for more intense competition with less actual transmission investment. 

ARE THERE ANY OTHER POLICY IMPLICATIONS? 

Yes. Dr. Hieronymus' approach also highlights the need to use comparabll 

approaches for all plants (a) to ensure equivalent transmission access and (b) tc 

assign interconnection and integration costs. In his method, Dr. Hieronymu 
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Q. 

A. 

IV. 

Q. 

appears to presume that import capability will be allocated to existing APS 

capacity (Palo Verde Nuclear and Red Hawk), but not to other suppliers. In truth, 

all import capacity should be accessible on an equal basis by all suppliers. As I 

recommended in my Direct Testimony, all suppliers must have the opportunity to 

be designated as Network Resources so all can be treated equally as suppliers for 

Standard Offer load. 

In addition, all suppliers should be treated comparably in any comparison of 

the portion of interconnection and integration costs the supplier is expected to pay, 

as opposed to the portion of these costs put into transmission rates. As FERC has 

now proposed, if new suppliers are responsible for all interconnection costs, then 

existing suppliers should be allocated the cost of their existing interconnection. 

These existing interconnection costs would be taken out of transmission rate base 

and cost recovery would become the responsibility of the generator.'* 

WHAT IS THE SPECIFIC IMPLICATION OF THIS LAST POINT FOR THE 

- 

A P S  ASSET TRANSFER? 

Specifically, if for the purposes of competitive procurement, all new Merchants are 

allocated the cost of their interconnection and presumed to reflect that cost in theii 

price offer, then APS should allocate to its Affiliate the interconnection cost of the 

assets transferred to the Affiliate, and that Affiliate should reflect that cost in its 

price offer. 

THE RUCO TESTIMONY IS LARGELY MISPLACED SINCE IT IS 
LARGELY A CRITIQUE OF FERC. IN ADDITION, THE WITNESS IS 

REGULATION AND, YET, OFFERS NO EVIDENCE THAT THIS IS II\ 
THE BEST INTERESTS OF THE CONSUMERS RUCO REPRESENTS. 

PLEASE SUMMARIZE YOUR RESPONSE TO THE DIRECT TESTIMONk 

ASKING THE COMMISSION TO RETREAT TO COST-PLUS 

SUBMITTED ON BEHALF OF RUCO. 

Standardization of Generator Interconnection Agreement and Procedures in FERC Docket No. RiiO2-1-000 
(2002). 
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A. 

Q- 

A. 

Q. 
A. 

The RUCO Testimony is largely irrelevant to this proceeding because it is largely a 

critique of FERC policies ranging from (a) FERC's promotion of Regional 

Transmission Organizations (RTOs) to (b) its use of "Is to measure market 

power to (c) its policies regarding the California Crisis. In addition, the RUCO 

witness is out of step with all other parties in this proceeding because he 

:recommends a retreat to traditional cost-plus regulation rather than continued 

progress toward free enterprise. Equally important, he offers no evidence that such 

a retreat would be in the best interests of the consumers RUCO represents. 

WHY DO YOU SAY RUCO'S TESTIMONY IS LARGELY A CRITIQUE OF 

FERC? 

I say this because Dr. Rosen spends more than half of his testimony (33 out of 52 

pages) discussing what he considers to be inadequate FERC policy. The adequacy 

of FERC policy is clearly outside the scope of this proceeding. 

CAN YOU PROVIDE EXAMPLES? 

Yes. Dr. Rosen begins by criticizing the FERC's use of Herfindahl-Hirschmann 

Indices ("1s) when measuring the potential to exercise market power." Note 

that FERC has used HHIs in merger reviews for at least 15 years and chose to dc 

so because the U.S. Department of Justice recommends "Is in its own Merger 

Guidelines. 

- 

Dr. Rosen then criticizes FERC for advocating Firm Transmission Rights?' 

He also raises concerns regarding the Standard Market Design being proposed b l  

FERC, and the establishment of R T O S . ~ ~  After more than a decade of effort 

FERC proposed these approaches because it believes they work. If Dr. Rosen ha: 

problems with these approaches, he should express his views in FERC 

Direct Testimony of Richard Rosen at page 12. 19 

*' Ibid. at pages 19 to 20. 
" Direct Testimony of Richard Rosen at page 22 to 24. 
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Dr. Rosen states that “the ACC might want to do everything in its power to prevent 

the formation of an RTO for Arizona.”24 He recommends that “the ACC not 

approve the participation of Arizona utilities in a regional RTO until after the ACC 

has decided how it wants to proceed with re~tructur ing.”~~ Similarly, with respect 

to competitive bidding, he states “I do not believe that the ACC should proceed 

with a competitive bidding process until the whole issue of the pros and cons of 

Q. 
A. 

Q. 
A. 

proceedings, not in this proceeding. 

.- The point is that his critique of FERC does not relate to the scope of this 

proceeding. The topics at issue here are the transfer of assets and market power, 

Codes of Conduct, the Affiliated Interest Rules, and related jurisdictional issues. 

This portion of Dr. Rosen’s testimony does not have relevance in this proceeding. 

- - W A T  DOES DR. ROSEN RECOMMEND? 

Dr. Rosen states that: “The preferable course.of action for the ACC is to decide 

now not to proceed with the divestiture of APS’ and TEP’s existing generating 

units at all.”22 If, however, the Commission chooses to proceed, he recommends 

that asset transfers take place only if the output of the assets is guaranteed to 

Arizona consumers through a long-term, cost-based PPA. He states: 

The divestiture of APS’ and TEP’s existing generation units to 
unregulated affiliates should only be done if long-term 
purchased power agreements (PPAs) are established such that 
utility ratepayers continue to have access to all the power from 
these units at traditional cost-of-service retail rates. Otherwise, 
ratepgers will lose the substantial economic value of these 
units. 

- 

DOES DR. ROSEN MAKE OTHER RECOMMENDATIONS? 

Yes. Dr. Rosen recommends that the Commission slow, if not stop altogether, the 

creation of an RTO or the establishment of competitive procurement. At one poini 

22 Id. at page 48 lines 8 to 10. 
23 Id. at page 2 lines 7 to 12. 

25 Id. at page 50 lines 5 to 7. 
Id. at page 22 lines 15 to 16. 24 

i 
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Q. 
A. 

Q- 
A. 

Q. 

A. 

restructuring is reviewed in 

HOW DO YOU READ THE SUM OF HIS RECOMMENDATIONS? 

Dr. Rosen’s recommendations amount to a complete retreat from competition. His 

theme is go slow, but the implication is do not go at all. 

DOES HE OFFER EVIDENCE TO SUPPORT HIS “GO SLOW” ADVICE? 

.-No. For example, he states “In my opinion, the most important lesson of tht. 

*California experience with restructuring the electric industry is to go S ~ O W ~ Y . ~ ~ ~  

That is simply not true. California’s problem is not that it went too fast (it startec 

its effort in 1992), but that it went the wrong way. The lessons of California are (a: 

do not force consumers to buy 100% of their power in a spot market because tha 

puts them at the risk of price spikes; (b) do not force utilities to buy at a volatilc 

spot market price and sell at a fixed price because that can bankrupt them; and (c: 

do not cause power shortages by failing to build the generation, transmission, an( 

fuel delivery infrastructure needed to serve consumers. 

b 

* 

- 

The Commission can readily heed these lessons. If it maintains the 100% 

competitive procurement requirement, use of the spot market will be minimal, bu 

both beneficial and important. As I suggest, this competitive procurement shoulc 

result in a portfolio of longer-term contracts (5-, lo-, 15-year PPAs) for up to 959 

of Standard Offer needs. Moreover, by creating these opportunities to compete 

the Commission will make Arizona hospitable to Merchant investment anc 

thereby, ensure Arizona consumers will not face shortages. 

DOES DR. ROSEN OFFER ANY OTHER REASONS THE COMMISSIOI 

MIGHT WANT TO “GO SLOW’? 

Yes, but they do not justify delay. For example, he says that the only possibl 

approach to assessing market power is simulation modeling using game theory. H 

26 Direct Testimony of Richard Rosen at page 50 lines 18 to 20. 
27 Id. at page 51 lines 10 to 11. 
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Q* 

A. 

Q. 

A. 

states: 

- Because the HHI and all previous attempts at measuring the 
potential for the exercise of market power are inadequate to the 
task because they are much too sim listic, the only possible 

be K aviors of generation owners that, in fact, cause market 
power. This is what Prof. John Nash showed in his Nobel 
Prize winning research, which led to his determination of a 
Nash equilibrium in various type?* of behavioral situations such 
as bidding in electricity markets. [Emphasis in original] 

I have nothing against further research on simulation modeling, but its focus 

is on simulating spot market bidding. Since the competitive procurement I propose 

will result in longer-term PPAs, I see no need to do this type of modeling here 

Moreover, this would truly be research. Market models capable of modeling 

bidding behavior are relatively new, and models based on game theory are ever 

ap roach is simulation modeling o P the collective gaming 

- 

- 

more rare. There is no reason to delay so that this research can be completed. 

WHAT DOES DR. ROSEN’S RECOMMENDED RETREAT MEAN FOR HIS 

POSITION IN THIS PROCEEDING? 

It means Dr. Rosen is out of step with the goals of the Staff, A P S ,  and othei 

interveners, and the Commission itself. For example, the Staff has made it cleai 

that the question is not whether to go forward to wholesale competition, but hoM 

fast to move 

IN THE END, HOW WOULD YOU HAVE THE COMMISSION RESPOND TC 

DR. ROSEN’S BASIC RECOMMENDATION? 

I would ask the Commission to reject it. Clearly, I could not support a retreat tc 

cost-plus regulation. Moreover, as I have argued throughout, the long-term cost 

plus PPA offered by APS (a) is not the best deal for the ratepayers that Dr. Rose1 

is supposed to represent; and (b) is not adequate mitigation for the market power hc 

is worried about. 

Direct Testimony of Richard Rosen page 13 lines 6 to 12. 
Staffs Response to Arizona public service Company’s Motion for Determination of Threshold Issue at page 2. 

28 

29 
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t 

V. 

Q. 

&A. 

Q. 
A. 

Q- 
A. 

RECOMMENDATIONS TO THE COMMISSION 

BASED ON YOUR RESPONSE TO STAFF, A P S ,  AND RUCO DIRECT 

TESTIMONY, HAVE YOU CHANGED YOUR RECOMMENDATIONS TO 

THE COMMISSION? 

No. I stand by the recommendations made in my Direct Testimony. 

-PLEASE BRIEFLY SUMMARIZE THOSE RECOMMENDATIONS. 

I recommend that the Commission prohibit the asset transfer until APS has agrees 

to competitively procure 100% of its Standard Offer service requirements. In 

addition, the Commission should (a) require A P S  to establish short-term energy 

markets, including a real-time balancing market; (b) require APS to provide an 

opportunity for all generators selected by competitive procurement or by the short- 

term markets to be designated Network Resources; and (c) require A P S  to issue 

RFP(s) for generation within the constrained Valley region. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 

Yes. 

- 

13 10008.1/73262.005 : 

BOSTON PACIFIC COMPANY, INC, 
-20- 
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Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS. 

My name is David A. Crabtree and I am currently Director of Market Design and 

Regulatory Analysis for TECO Power Services Corporation (“TPS”). My business 

address is 702 North Franklin Street, Tampa, FL 33602. 

ON WHOSE BEHALF ARE YOU PRESENTING THIS DECLARATION? 

On behalf of Panda Gila River, L.P. (“Panda”) 

WHAT IS THE PURPOSE OF THIS DECLARATION? 

To answer certain questions asked in this proceeding by Chairman William A. 

Mundell and by Commission Staff. 

PLEASE DESCRIBE PANDA’S STRUCTURE AND ORGANIZATION. 

Panda is structured as a limited partnership. The limited partner is Panda Gila 

River 11, LLC, and the general partner is Panda Gila River I, LLC. Each of these is 

wholly-owned by TECO-PANDA Generating Company, L.P. (“TPGC”). TPGC 

has two general partners, TPS GP, Inc. and Panda GS I, Inc., and two limited 

partners, TPS LP, Inc. and Panda GS 11, Inc. Each of the general partners has equal 

representation on the Project Management Committee, which makes all managerial 

decisions for the Project. TPS GP, Inc. and TPS LP, Inc. are wholly-owned 

subsidiaries of TPS. Panda GS I, LLC and Panda GS 11, LLC are wholly-owned 

subsidiaries of PLC 11, LLC. PLC 11, LLC is in turn a wholly-owned subsidiary of 

Panda Energy International, Inc. (“PEI”). In addition to the Panda Gila River 

facility, TPGC is also constructing a 2,200 MW facility located near El Dorado, 

Arkansas. 

PLEASE DESCRIBE TPS. 

TPS develops, owns and operates electricity generation projects in North America. 

TPS has economic interests in excess of 10,000 MW of announced or operating 

generating projects, with a net ownership totaling approximately 7,000 MW. 
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Q* 
A. 

Q* 
A. 

Q. 
A. 

Domestically, TPS has announced projects with the potential to serve customers in 

18 states, spanning the southern half of the United States. TPS owns or is 

constructing generation facilities in Arizona, Texas, Louisiana, Mississippi, 

Arkansas, Florida, Virginia and Hawaii. In addition, TPS owns facilities outside 

the U.S. in Guatemala and the Czech Republic. 

PLEASE DESCRIBE PEL 

Headquartered in Dallas, Texas, Panda Energy International, Inc. is a privatelq 

held, non-regulated electric generation company whose primary focus is tht 

development, ownership and operation of state-of-the-art, environmentally clean 

low-cost power plants. The company owns and operates plants in Roanoke Rapids 

North Carolina; Brandywine, Maryland and Nepal, and it has an ownership in foul 

1,000 megawatt plants it developed in Guadalupe County, Paris and Odessa, Texar 

and Oneta, Oklahoma. Panda has developed 9,000 megawatts that are either unde: 

construction or in commercial operation. Panda also has 10,000 megawatts o 

electric generating capacity currently in advanced development. 

PLEASE DESCRIBE THE PROJECT. 

Panda’s Arizona facility will be a state-of-the-art gas-fired, combined-cyclc 

generating facility with a nominal capacity of over 2,000 megawatts. The Projec 

is configured with eight GE combustion turbines, eight heat recovery stean 

generators with selective catalytic reduction for lowering NOx emissions, and fou 

single-flow, axial exhaust condensing steam turbines, in four two-on-one powe 

blocks. The Project is expected to cost approximately $ 1.4 billion. 

WHERE WILL THE PROJECT BE LOCATED? 

The Project is physically located in the Town of Gila Bend, Arizonr 

approximately sixty miles southwest of Phoenix. 
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Q* 

A. 

Q* 
A. 

Q* 

A. 

HOW WILL THE PROJECT BE INTERCONNECTED WITH THE APS 

TRANSMISSION AND DISTRIBUTION SYSTEM? 

The Project will be interconnected to the APS grid at the newly-constructed Jojoba 

Substation. The Jojoba Substation will be interconnected with the Palo Verde - 

Kyrene transmission line jointly owned by APS, the Salt River Project (“SW”), 

Public Service Company of New Mexico and El Paso Electric Company. The 

interconnection agreement was accepted for filing, with an effective date of 

February 20, 2001, by the Federal Energy Regulatory Commission (“FERC”) in a 

letter order issued on February 28,2001, in Docket Nos. ERO1-770-000 and ERO1- 

9 1 7-000. Necessary amendments to the documents governing ownership and 

operation of the new Jojoba substation on the Kyrene line were filed with the 

FERC on December 21, 2001, and accepted for filing by the FERC on March 27, 

2002. There is also a 230 kV interconnection on the Gila Bend - Liberty 230 kV 

transmission line. APS recognized this alternate interconnection in its Facilities 

Study dated April 2000. 

WHEN WILL THE PROJECT BE COMMERCIALLY OPERATIONAL? 

The Project is being constructed in four phases. The first phase will be 

commercially operational in March 2003, with the facility being fully operational 

in August 2003. 

WHAT MARKETS WILL PANDA SERVE WHEN THE PROJECT IS 

COMPLETE? 

When Panda’s project is in commercial operation Panda will be willing to sell 

power to all states within the WECC. The Project, with its unique dual 

interconnection, is capable of delivering power into both the Phoenix metropolitan 

area and the Tucson Electric service area. Panda is also willing to sell power foi 

delivery to wholesale customers in New Mexico, Colorado, Utah, Nevada, Mexico 
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Q. 

A. 

Q* 

A. 

Q. 
A. 

Q* 

and California. 

WILL PANDA BE WILLING TO ALLOW COMMISSION STAFF TO 

INSPECT THE PLANT DURING SCHEDULED MAINTENANCE OR AS A 

RESULT OF UNSCHEDULED OUTAGES? 

Panda assumes that reasonable inspection of its facility would be a condition of any 

agreement concerning the sale of power generated at the Project. As Mr. Davis 

testified, certainly APS would expect the right to inspect facilities operated by any 

entity selling power to APS for Standard Offer Service. Likewise, Panda would 

expect the issue of inspection rights to be addressed as part of the issues in Track B 

of the Generic Proceeding and would expect the final rules governing competitive 

procurement will include inspection requirements for all successhl respondents to 

the competitive solicitation. If the Commission feels it necessary for its Staff to 

have inspection opportunities similar to that of the power purchaser, Panda would 

not oppose such an arrangement. 

IS PANDA WILLING TO SECURE ITS OBLIGATIONS UNDER 

CONTRACTS WITH UDCs THROUGH BONDING OR SOME OTHER 

FORM OF SECURITY? 

Panda fully expects that any party with whom it enters into a contract to sell power, 

including UDCs such as APS or TEP, would require Panda to provide some form 

of security, whether it be bonding or otherwise, to secure Panda’s performance 

under that agreement. Panda certainly has no issue with such a requirement and 

would support such a requirement being incorporated in the rules governing 

competitive procurement. 

HAS PANDA BOUGHT AND/OR SOLD POWER IN CALIFORNIA? 

Neither Panda nor any of its affiliates have bought or sold power in California. 

HAS PANDA OR ANY OF ITS AFFLIAITES ENGAGED IN ANY GAMING 
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A. 

Q. 

A. 

Q* 
A. 

OR SIMILAR ACTIVITIES IN CALIFORNIA AND/OR THE WSCC? 

Absolutely not. 

HAS PANDA PROVIDED FERC WITH INFORMATION CONCERNING 

ITS ACTIVITIES IN CALIFORNIA AND/OR THE WSCC? 

An upstream affiliate of one of the Panda Partners provided information to FERC 

and a copy of that information has been filed with the Commission in response to 

the Chairman's request. 

WAS FERC SATISFIED WITH THIS INFORMATION? 

To the best of our knowledge, yes. FERC has not questioned such information and 

has no specific concerns regarding Panda or any of its affiliates. 

I declare under penalty of perjury that the foregoing is true and correct. 

EXECUTED on June 2 1,2002, in Phoenix, Arizona. 

David A. Crabtree 

1313859.1/73262.005 



RELIANT 

1 
(2 late-filed) 



. ... 
; .. . .;.. 

BEFORE "FIE ARIZONA CORPORATION COMMISSION 

WILLIAM A. MUNDELL 
CHAIRMAN 

JIM IRVIN 
COMMISSIONER 

MARC SPITZER 
COMMISSIONER 

IN THE MATTER OF THE ARIZONA ) DOCKET NO. E-01345A-01-0822 
PUBLIC SERVICE COMPANY'S 1 
REQUEST FOR VARIANCE OF 1 
OF CERTAIN REQUIREMENTS 1 
OF A.A.C. R14-2-1606. 1 

MAY 29,2002 

DIRECT TESTIMONY 

OF 

CURTIS L. KEBLER 

ON BEHALF OF 

RELIANT ENERGY RESOURCES, INC. 

D O C m T  NO. E-01345A-01-0822 



1 
2 
3 
4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

Q. 

A. 

Q- 
A. 

DIRECT TESTIMONY OF 
CURTIS L. KEBLER 

DOCKET NO. E-00000A-02-0051 

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND 

OCCUPATION. 

My name is Curtis L. Kebler. My business address is 8996 Etiwanda Avenue, 

Rancho Cucamonga, California 9 1739. I am Director, Asset Commercialization 

West Region for Reliant Resources, Inc. (“Reliant”). 

PLEASE DESCRIBE YOUR PROFESSIONAL QUALIFICATIONS AND 

EXPERIENCE. 

A summary of my professional qualifications and experience is included in the 

Statement of Qualifications attached as Appendix A to my testimony. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

In a Procedural Order dated May 2, 2002, the Administrative Law Judge 

directed parties to address the following issues as part of Track A: (i) transfer of 

assets and associated market power issues; (ii) jurisdictional issues; and (iii) 

Code of Conduct and the Affiliated Interest Rules. The purpose of my 

testimony is to address the issues identified in Track A, describe the relationship 

between these issues and Track B issues, and propose a framework for resolving 

these issues and implementing the competitive procurement objectives of 

Rule 1606(B). 
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DOCKET NO. E-00000A-02-005 1 

TRACK A ISSUES. 

A. The Arizona Electricity Competition Rules require the transfer of APS’ 

generation assets. Through its Settlement Agreement, APS has agreed to 

transfer its generation assets to its affiliate company, Pinnacle West Energy 

Corporation, by December 31, 2002. The objective of the asset transfer is to 

enable a market structure that allows generation services to be provided 

competitively rather than through cost-based regulation. The Commission has 

correctly recognized that the transfer of such assets raises important issues 

relating to market power, jurisdictional oversight, and afliliate transactions. 

Q. WHAT ARE THE SPECIFIC MARKET POWER ISSUES RAISED BY 

THE TRANSFER OF GENERATION ASSETS? 

The transfer of APS’ generation assets to Pinnacle West Energy Corporation A, 

results in the concentration of available generation capacity within a single 

entity. In addition, existing transmission constraints limit the amount of 

external generation that can be imported into the Phoenix load center area. 

Absent structural remedies, these circumstances do not provide the conditions 

necessary for multiple suppliers to compete effectively in the provision of 

generation services on behalf of Standard Offer customers. 

23 
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Q. 

DOCKET NO. E-00000A-02-005 1 

HOW CAN THE GENERATION MARKET POWER CREATED BY 

THE ASSET TRANSFER BE ADDRESSED TO ENSURE A 

COMPETITIVE PROCUREMENT PROCESS? 

One approach for mitigating the market power associated with the asset transfer 

is to conduct a capacity auction in which wholesale market participants are able 

to acquire a specified portion of the output of the transferred capacity. The asset 

A. 

itself is not sold in this type of auction, only an entitlement to a portion of the 

output. Once the entitlement to a portion of the existing generation capacity has 

been diversified among inultiple market participants, these participants can then 

compete in the process envisioned under Rule 1606(B) to provide generation 

services to APS and its Standard Offer customers. Such a capacity auction 

__ 

mechanism has been utilized successfully in Texas’ restructured electricity 

market. 

Q. ARE THERE OTHER ISSUES THAT HAVE BEEN IDENTIFIED AS 

BEING PART OF TRACK A? 

Yes. Code of Conduct and Affiliated Interest Rules are also being addressed in 

Track A. These issues arise in connection with the asset transfer because it is 

A. 

Contemplated that APS will engage in arms-length bilateral negotiations with 

Pinnacle West Capital Corporation for a significant portion of the generation 

needs of Standard Offer customers. 
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Q* 

A. 

Q. 

A. 

IS THERE A RELATIONSHIP BETWEEN THE TRACK A ISSUES 

DESCRIBED ABOVE AND THE ISSUES UNDER CONSIDERATION IN 

TRACK B? 

Yes. The Track B issues involve implementation of the competitive 

procurement provisions of Rule 1606(B). Several parties have observed that 

Track A and Track B issues are necessarily inter-related. Reliant agrees with 

those observations and believes the most effective process for addressing the 

issues in both Track A and B is to utilize a competitive procurement model 

implementing 1606(B) as a framework. 

DOES RELIANT HAVE A PROPOSED COMPETITIVE POWER 

PROCUREMENT MODEL THAT COULD SERVE AS A 

FRAMEWORK? 

Yes. Reliant proposes a competitive procurement model whereby the electric 

generation assets of APS are transferred as envisioned in the Competition Rules. 

As mentioned above, a portion of the output of the capacity represented by the 

transferred assets would be auctioned to eligible wholesale market participants 

for tenns of varying lengths, and with the requirement that those entitlements be 

offered back in the 1606(B) process. The utilities would obtain the generation 

resources necessary to meet at least 50% of their Standard Offer load 

requirements through a competitive bid process and obtain the remaining 

portion of their load requirements through arms-length, bilateral contracts. 
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1 Q. 
2 

3 A. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

PLEASE DESCRIBE FURTHER THE PROPOSED COMPETITIVE 

PROCUREMENT MODEL. 

To encourage competition, mitigate market power, and increase market 

liquidity, Reliant believes approximately one-third of the output of the 

5 Deneration capacity being transferred to Pinnacle West Energy Corporation 

from APS should be auctioned to wholesale market participants. Pinnacle 

West's capacity auction would include a variety of capacity products (i.e., 

baseload, intermediate, cyclic, and peaking assets) and the resulting capacity 

contracts would vary in length (monthly, annual, and bi-annual). The capacity 

contracts would have additional characteristics, such as system transmission 

entitlement and must offer requirements. A successful bidder in the capacity 

auction would receive an entitlement in the form of a call option on a specified 

amount of capacity. All qualified bidders could participate in the capacity 

auction with the exception of Pinnacle West. The successful bidders in the 

capacity auction must offer the purchased capacity entitlements into the 

1606(B) competitive power procurement process. 

- 
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1 

2 Q. 
3 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

HOW DOES THE CAPACITY AUCTION INTERACT WITH THE 

STANDARD OFFER PROCURMENT PROCESS UNDER RELIANT’S 

PROPOSED MODEL? 

Under Rule 1606(B), APS is required to acquire at least 50% of its Standard 

Offer power requirements (approximately 3000 M W )  through a competitive bid 

process (“WP’’). Reliant envisions the RFPs being structured as “slice of 

system” auctions. Bidders would be competing on the basis of price to provide 

a specific percentage of APS’ daily load requirement. Under this auction 

procedure, APS would be purchasing a fixed priced product. I have described 

this process inore thoroughly in my March 29, 2002, Direct Testimony in 

Docket No. E-0 1345A-0 1-0822. All qualified market participants, iiicluding 

Pinnacle West and the successful capacity auction bidders, would be eligible to 

participate in the Rule 1606(B) procurement auctions. Pursuant to the Rule, the 

remaining portion of APS’ Standard Offer requirements would be met through 

ann’s length bilateral transactions. Exhibit A provides a graphical 

representation of the proposed competitive procurement model. 

- 
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Q. IN ADDITION TO MITIGATING n 4R ;ET PO ‘ER, ARE THERE 

OTHER BENEFITS OF THE COMPETITIVE PROCURMENT MODEL 

YOU HAVE OUTLINED? 

A. Yes. The capacity auction described above enables multiple parties to 

participate in the Rule 1606(B) auction thereby creating greater wholesale 

competition. Reliant believes it is particularly important that multiple suppliers 
_ _  

have the opportunity to compete within the constrained areas during the period 

until construction of new generation is completed and transmission constraints 

are alleviated. The Commission can rely on the results of the capacity auction 

(a market-determined price) as a guide in determining the reasonableness of any 

bilateral contracts between APS and other parties, including Pinnacle West. 

The two auctions - capacity auction and load auction - are therefore 

complementary in terms of encouraging a robust competitive wholesale market. 

4 

Q. HAVE THERE BEEN DIFFERING VIEWS EXPRESSED ON ASSET 

TRANSFER? 

Yes. Some parties, including the Commission Staff and the utilities have A. 

expressed concerns about the asset transfer. The underlying presumption 

appears to be that the asset transfer process should be viewed as an all or 

nothing event. In fact, however, there maybe appropriate policy reasons for 

going forward with the asset transfer, but with something less than 100% of 
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capacity initially. Reliant believes the competitive power procurement 

objectives of Rule 1606(B) can be realized without transferring 100% of the 

assets all at once. The framework outlined above accommodates the transfer of 

assets in whole or in part over time. 

Q- 

A. 

WHAT TIMELINE DOES RELIANT PROPOSE TO IMPLEMENT THE 

CAPACITY AUCTION, LOAD AUCTION, AND BILATERAL 

CONTRACTS? 

Reliant believes that the capacity auction rules can be in place and products 

ready for auction by the end of 2002. The Rule 1606(B) auction could then 

occur in the first quarter of 2003, with initial delivery beginning in July 2003. 

Delivery of the capacity auction products should begin at the same time as 

delivery of the load auction products. Hence, winning bidders in the capacity 

auction could call on their products beginning in July 2003. Bilateral contract 

negotiations can begin immediately. Delivery of bilaterally negotiated products 

can begin as soon as January 1,2003. 

The competitive solicitation that occurs pursuant to Rule 1606(B) should 

provide for staggered delivery dates and varying contract term lengths. The 

initial solicitation should provide for delivery beginning in July 2003, and have 

contract terms extending no longer than three years. The companion 
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solicitations should establish an initial delivery date of July 2005 and 2006, and 

should provide for varying contract lengths in the range of 2-4 years, 5-7 years, 

and 10-15 years. The utilization of multiple delivery dates will allow bids to 

include additional proposed generation as it becomes available. It also initiates 

the on-going process of competitive power procurement. Requiring contracts of 

varying term lengths also facilitates this on-going process. Reliant’s 

recommended process places PWCCPWEC on a level playing field and 

provides a truly competitive environment. 

Reliant believes implementing the capacity auction and the 1606(B) 

procurement process (load auctionhilateral contracts) with the proposed 

staggered contract delivery dates is required if market participants are expected 

to develop new generation and transmission. Implementation now will 

encourage greater competition among suppliers and ultimately lead to lower 

relative prices for power supplies in Arizona. The Commission must guard 

against illusory competitive power procurement processes that allow the 

existing generation to become entrenched and effectively exclude competition 

. 

by entering into long-term contracts before competitive power can be made 

available. The Cornmission must ensure that the solicitation structure and 

bilateral contract guidelines encourage and facilitate the development of a 

robust competitive wholesale power market. 
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Q. HOW SHOULD THE TRANSMISSION RIGHTS CURRENTLY 

ASSOCIATED WITH APS’ POWER PLANTS BE TREATED? 

In order to obtain transmission rights under its Open Access Transmission 

Tariff (Tariff), APS must designate Network Resources on behalf of its native 

load customers in the same manner as any other customer taking Network 

Transmission Service (NTS) under the Tariff In the specific instance of the 

A. 

APS solicitation, if some of APS’ currently designated Network Resources are 

not chosen in the solicitation, then APS would no longer designate those 

resources as network resources and would instead designate the resources that 

- are selected through the solicitation as Network Resources. 

APS designates Network Resources “on behalf of its native load customers. ” 

Thus the transmission rights associated with APS’ current generating assets are 

available to whoever is responsible for serving the load. If APS is no longer 

using a particular generating asset as a Network Resource to serve its load, it 

should designate that transfer capability for use by a new network resource. 

Network transmission rights should not remain with generating assets not 

selected in the 1606(B) competitive procurement process. Those generating 

assets not selected in the competitive procurement process must obtain 

transmission rights as necessary and available to deliver their power to new 

customers’ load. APS’ existing transmission rights should be used to serve its 



. .. 
.. . . 3. 

I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

DIRECT TESTIMONY OF CURTIS L. KEE 

PAGE 12 
DOCKET NO. E-00000A-02-005 1 

Q. 

A. 

Q. 

A. 

ER 

load requirements from whichever new or existing generating resources are 

successful in the competitive procurement process. 

WHAT JURISDICTIONAL ISSUES ARISE AS A RESULT OF THE 

TRANSFER OF ASSETS? 

Once the transfer of assets occurs, it is envisioned that Pinnacle West will seek 

FERC authority to implement market-based rates. This transfer of jurisdictional 

authority raises concerns regarding the ACC’s ability to directly ensure that 

rates for generation services will be just and reasonable. 

DOES THE COMMISSION’S RELINQUISHMENT OF ITS 

JURISDICTION OVER APS’ GENERATION ASSETS TO FERC NEED 

TO BE SPECIFIALLY ADDRESSED IN THIS DOCKET? 

As long as the APS generating assets remain state jurisdictional, retail 

customers will continue to bear the investment, operating and fuel price risks 

associated with those assets. The Commission will have the ability to establish 

any conditions it deems necessary as part of the asset transfer procedure and 

will have ongoing authority over the competitive power procurement process. 

In addition, FERC jurisdiction includes authority for market monitoring, 

enforcement, and provisions for refunds to ensure that wholesale prices are just 

and reasonable. 
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2 Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 

3 A. Yes. 
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STATEMENT OF OUALIFICATIONS 

APPENDIX A 

Curtis Kebler is Director, Asset Commercialization West Region for Reliant 

Resources, an international energy services company based in Houston, Texas. Reliant 

has nearly 18,000 megawatts of power generation capacity in operation, under 

construction or under contract in the U.S., and is one of only five companies to rank 

among both the ten largest power marketers and the ten largest natural gas marketers 

in North America. 

Mr. Kebler is responsible for representing Reliant’s commercial interests on a ’broad 

range of technical and policy issues before various regulatory, legislative, and industry 

organizations in the Western U.S. He coordinates and implements the company’s 

policies relating to restructured western region electricity markets and Regional 

Transmission Organizations, and oversees the performance of research and analysis 

and the development of studies and reports on western energy markets. 

Mr. Kebler has more than 15 years experience in the energy industry and has broad 

knowledge of the structure, operation and performance of California’s natural gas and 

electric power markets. Froin 1985 to 1997, Mr. Kebler worked for Southern 

California Edison Company in a variety of positions and was actively involved in the 

restructuring of California’s natural gas industry and following that the restructuring of 
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the state’s electricity industry. From 1997 to 1999, Mr. Kebler worked for the 

California Power Exchange and was actively involved in all aspects of the start-up and 

initial operation of that corporation. 

Mr. Kebler has a Bachelor of Science degree in nuclear engineering from the 

University of California. He is a member of the Board of Directors of the Independent 

Energy Producers Association and the Western Power Trading Forum and serves as 

Reliant’s representative on numerous industry associations and committees. 
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2 

3 Q. 

4 A. 

5 

6 Q. 

7 

8 A. 

9 

10 Q. 

11 A. 

12 

13 Q. 

SECTION I - SUMMARY OF TESTIMONY 

WHAT IS YOUR NAME AND BUSINESS ADDRESS? 

My name is Dr. Richard A. Rosen. My business address is Tellus Institute, 11 

Arlington Street, Boston, MA 021 16-341 1. 

PLEASE DESCRIBE YOUR EDUCATIONAL AND PROFESSIONAL 

BACKGROUND. 

Appendix 1, which is attached to this testimony, describes my educational and 

professional background. 

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS CASE? 

In this case, I am providing expert testimony on behalf of the Residential Utility 

Consumer Office (“RUCO”). 

PLEASE SUMMARIZE YOUR CONCLUSIONS AND 

14 

15 A. 

16 

17 

18 

19 regulations for Arizona. 

20 

21 

22 divestiture should proceed. 

RECOMMENDATIONS THUSFAR IN THIS CASE. 

Certainly. My major conclusions and recommendations are as follows: 

1. The regulatory issues affecting electric industry restructuring are far 

more complex than most analysts and commissioners believed just a 

few years ago, when the ACC established electric restructuring 

2. There are many analytical, legal, and regulatory studies that should be 

done for Arizona before electric industry restructuring or generation 
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3. The main lesson of the California and related state restructuring 

experiences is that the ACC should proceed slowly and cautiously if it 

decides to continue to pursue electric industry restructuring. 

4. Therefore, the ACC should re-examine all the pros and cons of 

restructuring before proceeding with either generation divestiture or a 

competitive bidding process for generation. 

5. The divestiture of APS’ and TEP’s existing generation units to 

unregulated affiliates should only be done if long-term purchased 

power agreements (PPAs) are established such that utility ratepayers 

continue to have access to all the power from these units at traditional 

cost-of-service retail rates. Otherwise, ratepayers will lose the 

substantial economic value of these units. If PPAs are not established, 

divestiture should not proceed, and electric restructuring in Arizona 

should be abandoned. 

6. In contrast, if the ACC decides to keep the divestiture of existing 

generating units open as an option without a firm commitment to cost- 

of-service PPAs, the current target date for accomplishing divestiture 

of January 1,2003 should be postponed until at least January 1,2004 

in order to give the ACC adequate time to consider all the relevant 

restructuring issues. 

7. The potential exercise of generation-related and transmission-related 

market power in Arizona, given its significant load pockets, is a 

serious threat to the potential success of deregulation. 
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8. The Standard Market Design that FERC staff has proposed for all 

RTOs is highly problematic, and the ACC should not allow Arizona 

utilities to participate in an RTO until the net benefits of such an 

institution to Arizona are clearly demonstrated. 

9. Thusfar, FERC has failed to demonstrate net economic benefits from 

RTOs. 

10. Any competitive bidding process for generation that is used in Arizona 

should be based on least-cost planning principles, and should integrate 

planning for demand-side management technologies as well as new 

transmission system investments, with bidding for generation. 

11. If the divestiture of existing electric generation occurs both without 

long-term purchased power agreements being signed for the output of 

the units, and prior to an RTO being established, then the ACC will 

need to establish an agency, with FERC approval, to monitor and 

mitigate market power in wholesale power markets in Arizona. 

12. The ACC should, in any event, set a required planning reserve margin 

for each utility distribution company that it regulates within Arizona, 

in order to ensure the continuation of adequate electric system 

reliability. 
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1 SECTION I1 - THE THEORY OF MARKET POWER IN ELECTRICITY 

2 MARKETS 

3 a. Generation 
4 
5 Q. WOULD YOU PLEASE DESCRIBE WHAT YOU MEAN BY MARKET 

6 POWER IN THE CONTEXT OF DEREGULATED ELECTICITY MARKETS? 

7 A. Yes. By “market power” I mean the collective impact of all the participants in 

8 any given electricity market such that the resultant price in that market is 

9 significantly above a competitive level (at least 5 percent above) for a significant 

10 period of time (such as one year or more, on average). In applying this definition, 

11 one must avoid the common mistake of attributing market power only to a single 

12 market participant, as in the sentence “Company A has market power.” A single 

13 market participant in an extreme case might be able to exercise market power 

14 even if all other participants offer competitive prices for their output. The more 

15 common situation is that all market participants interact in complex ways such 

16 that, if market power exists, all participants have contributed towards the problem 

17 to some degree. The ability of market participants to collectively exercise market 

18 

19 Q. 

power should be thought of as a systemic result of their collective behavior. 

HOW DOES THIS DEFINITION OF MARKET POWER APPLY TO THE 

20 ABILITY OF GENERATION OWNERS TO EXERCISE MARKET POWER? 

21 A. The ability of generation owners to exercise market power depends on all aspects 

22 of the structure of the power market in which they are operating. It also depends 

23 on the various transmission constraints that they face in a region, but I will ignore 
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17 

18 

19 A. 

20 

21 

22 

23 

market power issues related to transmission for now, and discuss them below. 

The key structural features of a pure generation market that affect the ability of 

generation owners to exercise market power are: 

a. The number and size of each generating unit. 

b. 

c. 

d. 

The ownership of each generating unit. 

The variable operating costs of each generating unit. 

The shape of the load curve for demand in the region. 

In addition, secondary factors determine the likelihood that generation owners can 

exercise market power in a region, such as whether the market is a short-term spot 

market, like the real-time day ahead market in California, or a purely a bilateral 

contract market. This is important because participants have exercised market 

power most effectively in a short-term spot market with a single market-clearing 

price of the type that FERC has established in California and the Northeast. 

However, prices in a region’s spot market will very likely strongly influence 

prices in the region’s bilateral contract market. 

WHAT ARE SOME OF THE KEY FEATURES OF ELECTRIC GENERATION 

MARKETS THAT ALLOW FOR THE EXERCISE OF MARKET POWER 

MORE EASILY THAN FOR OTHER INDUSTRIES? 

Some of the features of electric generation markets that allow market power to be 

more easily exercised in this industry, when compared to other industries, are (1) 

the inability to store significant amounts of electricity in most parts of the 

country; (2) the almost complete price inelasticity of demand in the short run 

(demand declines very slowly with higher prices); (3) the steep slope of the cost- 

5 
Direct Testimony of Dr. Richard A. Rosen 

Tellus Institute 
Docket No. E-00000A-02-005 1 



1 

2 

3 single day. 

4 

5 

of-supply or dispatch curve for generating units (particularly during hours of peak 

demand)’; and (4) the large variation in the level of demand within the course of a 

Typically, electric system demand changes by about a factor of two 

between the off-peak hours in the middle of the night, and the peak periods during 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

the day. Because of the lack of storage for electricity, demand and supply must 

balance precisely at each moment, and during peak demand periods, the variable 

cost of production (the dispatch costs for the next generating unit in the dispatch 

order) is often five to ten times higher than the marginal dispatch cost in the off- 

peak hours. The “marginal” dispatch cost is the variable cost of the most 

expensive plant dispatched. This set of factors that are unique to the electricity 

industry allow for market power to be fairly readily exercised for any given level 

of the concentration of plant ownership in comparison to other industries with 

similar concentrations of ownership. 

PLEASE EXPLAIN THE BASIC MECHANISMS BY WHICH MARKET 

POWER IS EXERCISED. 

The two basic mechanisms by which market power is exercised in pure generation 

markets are strategic bidding and capacity withholding. Strategic bidding occurs 

when a generation owner can bid one of its generating units higher than the 

competitive price level, thereby increasing the market-clearing price paid to all 

generation owners in a given hour, including the price paid to the owner for all its 

Q. 

A. 

The “cost-of-supply” curve is a graph of the amount of megawatts of generation available at any given 1 

variable cost. The variable cost of supply is the cents per kWh to operate the generating unit, and is 
primarily fuel costs. 
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power plants. This is particularly easy to understand in the context of a standard 

hourly spot market where the market operator (the IS0 or RTO) accepts bids from 

all generators from lowest price to highest price in each hour, until total demand 

is satisfied. In such a market, a generation owner might accept the risk that a 

higher priced bid for a single generator may not be accepted since the additional 

revenues that the owner can obtain are “leveraged” if the bid is accepted and sets 

a higher market-clearing price for all the owner’s units. All owners of electric 

generation will profit significantly by finding what is called the “Nash 

equilibrium” for bid prices. The Nash equilibrium is a theoretical point at which 

all generation owners maximize their individual and collective profits by bidding 

(and having their bids accepted) at supra-competitive price levels. In the real 

world, such a point can be approximated by bidders. 

HAS STRATEGIC BIDDING BEEN IN EVIDENCE IN US ELECTRIC 

GENERATION MARKETS IN THE PAST? 

Yes, strategic bidding has clearly been a factor in US generation spot markets and 

bilateral contract markets. This has been particularly true in spot markets on days 

of high demand, when generation is in relatively short supply. However, strategic 

bidding can also be exercised to a somewhat lesser, but still significant, extent 

when demand is not near peak levels. The extent to which this can occur 

depends, again, on the steepness of the cost-of-supply curve, i.e., the dispatch cost 

curve. Strategic bidding was certainly exercised in the California and Western 

markets during the period from the summer of 2000 to the summer of 2001. 

However, strategic bidding has also led to the successful exercise of market 
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power in the formal spot and bilateral contract markets of the Northeastern ISOs 

since they have become deregulated. 

WHAT ARE THE SUB-MARKETS THAT FALL UNDER THE GENERAL 

CATEGORY OF GENERATION MARKETS? 

Typically, electric generation markets have three major components: energy 

markets, capacity markets, and ancillary service markets. My description of 

strategic bidding pertains most directly to spot energy markets. FERC is currently 

advocating that all RTOs establish energy “balancing” markets, a type of energy 

spot market, in each region of the US, including Anzona. 

The capacity markets in the Northeast are generally installed capacity 

markets. The idea of an installed capacity market is that anywhere from once a 

month to once per year, UDCs could purchase installed capacity resources if they 

were short of capacity with respect to their required reserve margins. The three 

Northeastem ISOs have established required reserve margins to go along with 

installed capacity markets, and these have been approved by FERC. 

Finally, ancillary service markets include such services as 10 and 30 

minute spinning reserves, or operating reserves. These types of services are 

closely related to both energy and capacity markets, and thus the interactions 

between all of these kinds of markets can be quite complex. In general, complex 

market interactions, in my view, tend to facilitate the exercise of market power. 

FERC also advocates that all RTOs establish ancillary service markets. 
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PLEASE EXPLAIN HOW CAPACITY WITHHOLDING CAN BE USED TO 

EXERCISE MARKET POWER IN ENERGY MARKETS, AS YOU NOTED 

ABOVE. 

Capacity withholding means that bidders into a market do not bid energy from all 

of the capacity that they own. Bidders can force a system operator to dispatch a 

generating unit higher up on the bid curve if the bidder withholds some capacity 

from the energy market in a given hour that might normally be dispatched in that 

hour, because its variable operating costs are lower than the market-clearing price. 

They might justify “withholding” through false claims that their capacity has 

broken down and is being maintained, or some similar justification. 

is to raise the market-clearing price above what it would have been if the withheld 

capacity had not been withheld. 

The effect 

Such capacity withholding and the resulting increases in market prices was 

very clearly witnessed in the California market last winter, and it was a factor, at 

least for a while, in the Northeast energy markets. In its June 19, 2001 California 

and Western market order, FERC outlawed capacity withholding. 

Capacity withholding has a powerful compounding effect when exercised 

in combination with strategic bidding. To illustrate, if capacity withholding and 

strategic bidding, taken separately, might be able to raise the price by 10 percent, 

then simultaneously they might raise prices under the same circumstances by 40 

percent, and not by 20 percent as one might naively think. 
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YOU HAVE STATED THAT STRATEGIC BIDDING CAN OFTEN LEAD TO 

THE HIGHEST MARKET PRICES RELATIVE TO UNDERLYING 

COMPETITIVE LEVELS WHEN DEMAND IS CLOSE TO PEAK LEVELS. 

DOES THIS IMPLY THAT ENERGY MARKET PRICES AT TIMES OF 

RELATIVE SUPPLY SCARCITY COULD HAVE A LEGITIMATE 

“SCARCITY VALUE”? 

No. In order to understand the concept of “scarcity value,” it is first necessary to 

understand what a competitive energy and capacity market price would be. In 

order to simplify this discussion, I will just assume a simple spot market for 

energy, which is complemented by an annual installed capacity market. A 

competitive price in the energy market would only reflect the marginal cost of 

supplying the next unit of generation, and, therefore, the price would be the 

variable operating cost of the last unit dispatched. 

MANY ANALYSTS HAVE ARGUED THAT COMPETITIVE MARKET 

PRICES CANNOT MERELY EQUAL VARIABLE OPERATING COSTS, 

BECAUSE THEN MARKET ENTRY FOR NEW CAPACITY WOULD NOT 

OCCUR. IS THIS CORRECT? 

Y e s ,  it is true that in a competitive electricity market, the total market price cannot 

just equal the marginal cost of energy in that market. Somehow the market 

participants must be able to collect their fixed costs for new investments in 

generating plants, if new market entry is going to occur. However, this should be 

the function of the installed capacity market, not the energy market. As implied 

by its name, “installed capacity” market, the market-clearing price should 
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approximately equal the annual fixed costs of new capacity, e.g., a new peaker, 

- net of any fixed costs that it can recover in the energy market. Thus, in a properly 

functioning competitive electricity market, the variable production costs of 

generating units, including those of the last peaker dispatched, should be 

recovered in the energy market. The remaining fixed costs of production should 

be recovered in the capacity market. If these two markets work properly in 

tandem, then price spikes in the energy market should not occur. 

Many analysts have stated that price spikes in the electricity energy 

market are justified during times of peak demand in order to allow recovery of 

fixed investment costs. Based on the model for a competitive electricity market 

described above, this would only be true if there were no installed capacity 

market. One of the biggest deficiencies in the market structure that FERC 

approved for California was FERC’s failure to require an installed capacity 

market and reserve margin, even though FERC required both in the three 

Northeastern I S 0  electricity markets. These requirements prevented the Northeast 

from having as significant a market power problem as California had in 2000. 

If a competitive energy and capacity market are working properly in 

tandem, the highest price in the energy market during peak demand should be the 

variable cost of the most expensive peaker dispatched. That price would almost 

certainly be below $100 per mWh. The very high price spikes above this level, as 

occurred in the California and Western markets, would have been avoided if 

FERC had insisted on collecting fixed generation costs through an installed 

capacity market. This model of a competitive electricity market is described in 
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greater detail in Exhibit -(RAR-2) attached, which is a FERC filing in Docket 

No. ELO1-118-000 that I drafted on behalf of the New Mexico and Rhode Island 

Attorneys General. This filing provides a more detailed discussion of many of the 

issues discussed above. 

HOW HAS THE POTENTIAL EXERCISE OF MARKET POWER BEEN 

MEASURED IN THE PAST, AND ARE THESE METHODS RELIABLE? 

In the past, the potential for the exercise of market power in electricity markets 

has been measured primarily by focusing almost entirely on the market 

concentration or ownership levels of the generation owners. One index of 

potential market abuse that FERC has especially relied on is the Herfindahl- 

Hirschmann Index, or HHI. The HHI is simply the sum of the squares of the 

market concentration of each generation owner (measured in percentages). Thus, 

a completely concentrated market with one owner owning 100 percent of all 

plants would have an HHI of 10,000. If there were two equal sized owners the 

HHI would equal 5,000, and for five equal sized owners the HHI would be 2,000. 

FERC, the US Department of Justice, and the Federal Trade Commission would 

generally become quite concerned if the HHI exceeded 2,000 for any given 

market. 

The important point is that this traditional scheme for measuring the 

potential for the exercise of market power is totally arbitrary for electricity 

markets. The HHI does not reflect the details of any particular market structure or 

industry, nor does it reflect the key characteristics described above such as the 

shape of the demand curve, the shape of the supply curve, or the distribution of 
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each generation owners’ units throughout the supply curve, which is critical for 

any given owner to successfully increase the market-clearing price. 

IF THE HHI IS NOT SUFFICIENTLY SOPHISTICATED TO MEASURE THE 

POTENTIAL FOR MARKET POWER IN A GIVEN MARKET, WHAT 

APPROACH IS APPROPRIATE FOR THIS PURPOSE? 

Because the HHI and all previous attempts at measuring the potential for the 

exercise of market power are inadequate to the task because they are much too 

simplistic, the only possible approach is simulation modeling of the collective 

gaming behaviors of generation owners that, in fact, cause market power. This is 

what Prof. John Nash showed in his Nobel Prize winning research, which led to 

his determination of a Nash equilibrium in various types of behavioral situations 

such as bidding in electricity markets. Because market power is the result of the 

collective behavior of bidders into a particular type of market structure, the type 

of market structure, and the type of generation resources with which to bid, will 

have a key influence on the outcome. 

In sum, the rules of the game matter, and the resources one has with which 

to play any particular game matter. The theoretical potential for market power 

can be assessed only through simulation modeling of this game-playing behavior. 

Of course, the actual level of market power in real world markets could be less 

than or greater than implied by game theory. 
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YOU HAVE STRESSED HOW MARKET POWER CAN BE EXERCISED IN 

ENERGY MARKETS FOR ELECTRICITY. CAN MARKET POWER ALSO 

BE EXERCISED IN CAPACITY MARKETS FOR ELECTRICITY? 

Strategic bidding and capacity withholding can lead to market power in any type 

of electricity market. In fact, the PJM Market-Monitoring Unit claims to have 

found instances of market power in its installed capacity market. Similarly, 

officials had claimed to find market power in California’s ancillary services 

markets, even before the blow-up of prices in the California energy market. 

However, to my knowledge, the mathematics of how market power might be 

exercised in the energy market is better understood than the mathematics of how 

market power might be exercised in the capacity or ancillary service markets. 

WHY IS IT NECESSARY TO INCLUDE A REQUIRED RESERVE MARGIN 

AS PART OF AN INSTALLED CAPACITY MARKET? 

A required reserve margin is a necessary part of an installed capacity market for 

the same reasons that it is necessary for resource planning under regulation. A 

required reserve margin ensures that system reliability will be maintained at a 

sufficiently high level. If a required reserve margin were not part of an installed 

capacity market UDCs would have no incentive to purchase installed capacity at 

all. The UDCs could just contract for energy to cover their load in the spot 

energy market, and the price for installed capacity would fall below the cost of 

new market entry. Eventually, UDCs would have no reserve capacity, and 

reserve margins would fall to unacceptably low levels, as they did in California by 

2001. This situation would present a grave danger to system reliability. Thus, 
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22 
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24 

even in deregulated generation markets one must impose a required reserve 

margin on all UDCs in order to preserve system reliability. 

EARLIER YOU STATED THAT ELECTRIC ENERGY MARKETS SHOULD 

ALLOW GENERATORS TO RECOVER THEIR VARIABLE COSTS OF 

PRODUCTION, AND THAT CAPACITY MARKETS SHOULD ALLOW 

GENERATORS TO RECOVER THEIR NET FIXED COSTS. WOULD YOU 

PLEASE REVIEW WHAT YOU MEAN BY “NET” FIXED COSTS? 

Yes. In a formal energy spot market or energy balancing market of the type that 

FERC has proposed for all RTOs, even if all generators bid only their variable 

costs of production into the energy market, all generators that are dispatched, 

except the single one that sets the market-clearing price, will recover more than 

their variable costs. This is because all are paid the same market-clearing price. 

For example, if the market-clearing price is set by unit B at 3.0 cents per kwh, 

then unit A, whose variable costs were only 2.0 cents per kWh, would get to keep 

the additional 1 .O cent per kwh from the market-clearing price. Thus, this 1 .O cent 

per kWh is implicitly a contribution toward covering its fixed costs. Presumably, 

the rest of unit A’s annual fixed costs, including a reasonable rate of return on 

equity, would be recovered from the installed capacity market, if there were one. 

b. Transmission 

HOW DOES THE TRANSMISSION SYSTEM AFFECT THE ABILITY OF 

GENERATION OWNERS TO EXERCISE MARKET POWER? 

The transmission system affects the ability of generation owners to exercise 

market power in two primary ways. The first is an economic consequence of 
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pancaked transmission tariffs. “Pancaked” transmission tariffs refer to the 

current situation where generators must pay more than one transmission charge to 

wheel power from outside the control area of an Arizona UDC, into that control 

area, whereas only one transmission charge applies within the UDC’s own 

transmission system. Thus, because of the outside generators’ higher 

transmission costs, generators outside a UDC’s control area usually are at a 

competitive disadvantage relative to generators within that control area to 

compete to serve load in that control area. FERC wants to establish very large 

RTOs in order to reduce or eliminate the pancaking of transmission rates over 

large areas of the US so that wholesale electricity markets become more 

competitive. 

WHAT IS THE SECOND WAY IN WHICH TRANSMISSION SYSTEMS 

FACILITATE THE EXERCISE OF MARKET POWER? 

Transmission systems also facilitate the exercise of market power when physical 

constraints limit the extent to which power can flow between potential sources of 

power, and potential markets for that power. Such physical constraints are very 

common in the US, but are particularly important in the Western portion of the 

US. This is because many large western cities with high electric demand are 

located at fairly large distances from each other. Under traditional regulated 

conditions, when most utilities were vertically integrated, these load centers 

received power from relatively nearby power plants. However, a deregulated 

generation market presents many challenges in this context, because the 

transmission system limits the physical ability of distant sources of competitive 
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power to compete for most western load centers. Thus, most western cities like 

Phoenix are called “load pockets,” large loads within transmission-constrained 

regions. 

DOES THE EXISTENCE OF LOAD POCKETS IMPLY THAT THE 

EXISTING TRANSMISSION SYSTEM HAS BEEN POO€UY PLANNED, OR 

THAT IT NEEDS UPGRADING? 

No. Even if vertically integrated utilities properly used least-cost planning for 

their systems, it might still be least cost for some transmission constraints to exist, 

especially around small regions with large loads, like cities. This reflects the 

economic trade-offs between building new transmission lines into a city from a 

distant generating unit, and simply building a new generating unit inside the load 

pocket. This second option is often cheaper. The transmission systems of 

vertically integrated utilities were not designed, nor should they have been 

designed, simply to maximize the ability of outside generation sources to compete 

to serve load within the load pocket. 

One consequence of this analysis is that society may need to incur 

additional costs merely to facilitate competition for generation sources within 

load pockets. This represents an economic inefficiency of establishing a 

competitive market framework, relative to least cost planning under traditional 

cost-of-service regulation. 
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ARE THERE ANY OTHER WAYS IN WHICH THE TRANSMISSION 

SYSTEM MIGHT FACILITATE THE EXERCISE OF MARKET POWER? 

Yes. As part of establishmg RTOs, FERC has advocated that congestion cost 

pricing mechanisms also be established for transmission services. The approach 

that FERC advocates would cause generation market prices to be the basis for 

pricing transmission services across transmission-constrained interfaces. This is 

because congestion-based prices would be derived from the differences in market- 

clearing prices in spot energy markets between the two sides of the congested 

interface. Thus, the terminology “congestion costs” is a misnomer, because 

“congestion-cost” pricing would reflect market prices, not the actual costs of 

congestion. This means that if market power exists in the generation markets 

where transmission congestion occurs, which is likely, then the prices for 

transmission services would also be inflated due to market power, in addition to 

the prices for generation being inflated. 

IS THERE A DANGER THAT CONGESTION-COST PRICING SCHEMES 

COULD LEAD TO DUPLICATE CHARGES TO RATEPAYERS FOR 

TRANSMISSION SERVICES? 

Yes, there is a danger that congestion-cost pricing schemes could lead to duplicate 

or excessive charges to customers for transmission services. One way in which 

this could happen is if the competitive market-clearing price within a load pocket 

is much higher than the cost of generation that a UDC has contracted for within 

the load pocket. This would represent an excessive or duplicative charge if the 

UDC is charged for transmission services into the load pocket based on the higher 
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market-clearing price due to the use of congestion-cost pricing for those 

transmission services, since the UDC in question had already covered its peak 

demand needs with the lower-cost generation contracts. A generating unit that 

was dispatched to serve some other UDC’s needs might have set the higher 

market-clearing price, and yet all transmission services across the same interface 

would be priced on the same basis. One lesson here is that any very complex 

market-based scheme like congestion cost pricing should only be attempted after 

the generation markets have become competitive. Even then, if this can be 

achieved, one must be careful to avoid unintended consequences of non- 

competitive generation markets. 

IS FERC ADVOCATING THE ESTABLISHMENT OF ANY OTHER 

MARKET MECHANISMS THAT MIGHT IMPACT THE PRICES OF 

TRANSMISSION SERVICES? 

Yes, FERC is advocating the establishment of additional market mechanisms in 

order to determine the price of transmission services. In particular, FERC is 

advocating that direct markets for firm transmission rights (FTRs), or similar 

markets, be established. One idea FERC has is that the purchase of an FTR to 

transmit power on a firm basis between two points would allow the owner of this 

FTR to avoid the payment of congestion costs between those two points. Once an 

initial allocation of transmission capacity to generation owners or UDCs is 

accomplished, then a secondary market would exist for buying and selling FTRs. 

FERC has not addressed the likelihood that market power could be exercised in 

FTR markets as well as in generation markets. To my knowledge, FERC has not 
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yet established any procedures for analyzing such markets to determine whether 

market power is being exercised or not. FERC has no monitoring or mitigation 

procedures in place for such markets. 

TAKING A STEP BACKWARDS, DO YOU UNDERSTAND WHY FERC IS 

TRYING TO UTILIZE MARKET MECHANISMS TO PRICE 

TRANSMISSION, GIVEN THE VERY DIFFICULT PROBLEMS WITH 

DOING SO THAT YOU HAVE CITED? 

No, I do not understand why FERC is so determined to establish market 

mechanisms as a basis for pricing transmission services. There are two main 

reasons why I believe this is probably not a wise direction in which to go from a 

national electricity policy perspective. (I suggest reading the two recent policy 

papers put out by FERC staff on the standard market design and 

ratemaking/pricing options in March and April 2002 as part of Docket No. M o l -  

12-000 to understand more of the context of this discussion.) I do not believe that 

the existing system of network service and point-to-point transmission tariffs for 

wholesale generation resulting from FERC Order No. 888 is really “broken.” 

Therefore, it does not need fixing. (See the comments in Exhibit-(RAR-1) for 

more details on this point.) Those tariffs provide a fairly equitable and very 

simple way of charging wholesale customers for transmission services. 

Secondly, since transmission costs are generally less than 10 percent of the 

total cost of electricity, and given the many problems some of which I have 

described above with using market mechanisms to price transmission, I believe 

that FERC should first focus its attention on trying to get wholesale generation 
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markets to be workably competitive, since they contribute about 60 percent of the 

total cost of electricity. If that goal is ever reached, then FERC can experiment 

with the use of market mechanisms for pricing transmission. 

ARE THERE ANY OTHER SERIOUS PROBLEMS WITH FERC’s RECENT 

EFFORTS TO ESTABLISH A STANDARD MARKET DESIGN FOR 

TRANSMISSION PRICING? 

Yes, there is another serious problem with FERC’s recent efforts to establish a 

standard market design for transmission pricing, which is that FERC wants this 

scheme to apply to all transmission, not just wholesale transmission. FERC staff 

explicitly states in the position papers cited above that the standard market design 

would apply to retail transmission prices also. This is, of course, a very dramatic 

development, and one that FERC may not, in fact, have legal authority to mandate 

under the Federal Power Act. (Again, please see Exhibit -(RAR-l) for a 

discussion of some of these legal issues.) FERC’s proposal for the use of market 

mechanisms to price transmission services potentially impact the bundled or 

unbundled transmission rates that most retail ratepayers in the US would pay. 

Thus, FERC’s recent proposal would subtract from the authority of the Arizona 

Corporation Commission (and all other state PUCs) to set retail electricity rates 

for Arizona consumers. 

Q. 

A. 

. 
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HOW DOES FERC’s PROPOSAL FOR A STANDARD MARKET DESIGN 

RELATE TO THE ISSUE OF ESTABLISHING REGIONAL TRANSMISSION 

ORGANIZATIONS (RTOs)? 

FERC’s proposal for a standard market design (SMD) is the basis for much of the 

market structure that an RTO would implement. It is a major part of the fimctions 

that all RTOs, including Westconnect, would need carry out in order to win 

FERC’s approval. 

WHY DO YOU RAISE THESE RTO-RELATED ISSUES AS PART OF YOUR 

TESTIMONY IN THIS GENERIC RESTRUCTURING DOCKET IN 

ARIZONA? 

I am raising these SMD issues that FERC wants to see as part of all RTOs in this 

docket because I believe that the ACC must take FERC’s policy directions into 

account as it decides what additional market structures to put into place in 

Arizona, if any. For example, if the ACC became convinced that FERC’s 

conception of an RTO was a bad idea for Arizona, the ACC might want to do 

everything in its power to prevent the formation of an RTO for Arizona, including 

keeping retail electric rates bundled under traditional rate regulation. The ACC 

might want to do this because FERC’s legal authority may depend on whether or 

not the ACC continues in the policy direction of unbundling and restructuring the 

electric industry, or whether it decides to return to traditional, bundled cost-of- 

service regulation. 
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HAS FERC PERFORMED ANY ANALYSES AS TO WHETHER THE 

ESTABLISHMENT OF RTOs WOULD BENEFIT ALL PARTS OF THE US, 

INCLUDING ARIZONA? 

Yes, FERC released a study by the consulting firm ICF, Inc. on the costs and 

benefits of RTO formation throughout the US on February 26,2002. As usual, 

FERC requested comments on that study from interested parties in Docket RMO1- 

12-000. I have drafted comments for the states of New Mexico, Colorado, Rhode 

Island, and Maine in response to that request. These comments provide a 

detailed, and, in my view, devastating critique of the ICF study. Many other 

parties, especially other state PUCs, submitted highly critical comments on this 

study as well. I believe that it is fair to say that the consensus of most comments 

was that this was a very poor analysis that does not demonstrate that RTOs would 

provide any economic benefits to most of the US. It is my opinion that FERC 

should start over and perform a proper economic analysis of RTO formation. 

FERC has never demonstrated that a region like Arizona will benefit on a net 

economic basis from the establishment of an RTO. 

To me, this implies that the ACC should be very skeptical about accepting 

FERC’s assumption that RTO formation, in general, would provide net benefits to 

all states, particularly those in the West. The ACC should also be skeptical that 

having a standard market design of the type their staff has proposed is a good idea 

for all states. 
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BASED ON FERC’s RESPONSE TO THE VERY HIGH PRICES 

EXPERIENCED IN THE CALIFORNIA AND WESTERN WHOLESALE 

ELECTRIC MARKETS LAST YEAR, DO YOU BELIEVE THAT FERC 

SUFFICIENTLY UNDERSTANDS HOW MARKET POWER CAN BE 

EXERCISED TO BE ABLE TO CONTROL IT IN THE FUTURE? 

No, I believe that FERC’s response to the very high prices in the Western 

wholesale markets last year was very weak and very late. I will discuss some of 

the more detailed aspects of how they monitored and mitigated prices in both that 

market, and in similar IS0  markets in the Northeast, below. But, even more 

importantly, I believe FERC’s response to the exercise of market power in the 

West last year was so inadequate because FERC did not and does not properly 

and completely understand the mechanisms for exercising market power. I 

believe FERC understands how capacity withholding can lead to market prices 

that are not just and reasonable under the Federal Power Act, but I do not think 

that FERC fully understands how strategic bidding works under all types of 

market conditions, especially during non-peak demand hours. I have described 

some of my concerns regarding this issue more fully in Exhibit-(RAR-2). 

IF FERC DOES NOT FULLY UNDERSTAND STRATEGIC BIDDING, 

WHAT IMPLICATIONS WOULD THIS HAVE FOR THIS ELECTRIC 

RESTRUCTURTNG DOCKET IN ARIZONA? 

If FERC does not fully understand strategic bidding, the ACC should be 

extremely cautious before continuing along their earlier determined route towards 

restructuring the electric industry in Arizona. One reason for this is that by 
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proceeding to restructure the electric industry, the ACC will be placing much 

more responsibility on FERC, than on itself, to ensure that the exercise of market 

power does not unnecessarily raise retail rates for Arizona customers. Yet, if 

FERC does not understand market power properly, how could giving FERC that 

responsibility be justified? By entrusting FERC to carry out the vital functions of 

monitoring and mitigating the Arizona wholesale electric markets for market 

power, the ACC could be risking far too much in return for, as of yet, unspecified 

benefits. Thus, I believe the ACC should proceed with electric restructuring, 

including generation divestiture, only if it is clearly convinced that FERC can do 

an adequate job of preventing market power from infecting retail electric rates in 

Arizona, given the substantial complexities involved in creating deregulated 

markets for both generation and transmission in the first place. 
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1 SECTION I11 - MARKET POWER MONITORING AND MITIGATION 

2 

3 Q. WHAT WERE SOME OF THE PROBLEMS WITH THE WAYS IN WHICH 

4 FERC MONITORED AND MITIGATED MARKET POWER IN THE 

5 CALIFORNIA AND WESTERN MARKETS LAST YEAR? 

6 A. The first problem is, as far as I could determine at the time, that FERC did not 

7 initially want to do anything about the exercise of market power that was clearly 

8 happening in the Western power markets. When pushed to do something, at first 

9 FERC only set very high price caps on the market prices, which are almost 

10 useless for mitigating market power. These price caps were the same in all hours. 

11 For example, a price cap of $250 per mWh is about 8-10 times the typical energy 

12 market price in the West, so such a cap would not provide much protection to 

13 consumers in most hours of the year. At best, it would only serve to mitigate the 

14 most serious price spikes during peak hours, but even then market power could 

15 still be exercised. As I have discussed in the previous section, if FERC had just 

16 established an installed capacity market in the region, there would have been no 

17 justification for price spikes to occur at all. 

18 Finally, in June 2001, FERC established much lower price caps in the 

19 energy market based on the marginal costs of production from the most expensive 

20 peaking units. These price caps were in the range of $100 per mWh, or 10 cents 

21 per kWh. While this and other measures did help cool the markets down, such an 

22 approach to setting price caps still would not, in general, provide much protection 
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to customers from market power. The reason for this is that while a price cap of 

about $100 per mWh might be appropriate during the peak periods when the least 

efficient peaking units run, it is of no use during most hours of the year, when 

much lower cost generating units set the market-clearing price. 

For example, if in many hours units with an operating cost of $40 per 

mWh set the market-clearing price, then if the exercise of market power led to a 

25 percent increase to $50 per mWh, a $100 per mWh price cap would deem this 

price to be perfectly allowable. Therefore, by setting a price cap either very high, 

or a cap that is constant in all hours, FERC provides the consumer with little or no 

price protection. 

The current Western price caps also only apply to the spot market prices 

for energy only. They do not apply to the more common method of purchasing 

power, namely through the bilateral contract market. This is another serious 

problem with FERC’s approach to monitoring and mitigating market power. 

FERC has outright refused to monitor and mitigate market power in the bilateral 

contract market. FERC justifies this approach by claiming that if they do an 

effective job at limiting market power in the spot energy markets, the bilateral 

contract market prices will also moderate down to the levels in the spot market, 

since the spot market can always be used as a fall back if the bilateral contract 

markets become over-priced. However, this is a weak argument, because it 

overlooks the complexities of and differences in these markets. 

Finally, another problem with the way in which FERC monitored the 

Western wholesale markets last year was that they declared capacity withholding 
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to be illegal, but they did not establish an institutional mechanism for enforcing 

this edict outside of California. Thus, as far as I can see, outside of California, 

this anti-capacity withholding rule was, and still is, unenforceable. 

IS THERE EVIDENCE IN THE WESTERN POWER MARKETS FROM 2000- 

2001 THAT MARKET POWER IN THE SPOT MARKETS CONTRIBUTED 

TO MARKET POWER IN THE BILATERAL CONTRACT MARKETS? 

Yes. Many utilities in the West, including utilities in California, Washington, and 

Nevada, all have claimed that market power in the spot market in California 

caused the prices of many bilateral contracts that they signed during 2000-2001 to 

be unjust and unreasonable under the Federal Power Act. Specifically, there are 

several cases currently pending at FERC to resolve this issue. 

HOW WILL THE NEW LEGISLATION RECENTLY PASSED IN 

CALIFORNIA THAT WAS REFERRED TO IN CHAIRMAN MUNDELL’S 

LETTER OF MAY 14,2002 LIKELY INFLUENCE THE WESTERN POWER 

MARKETS? 

California Senate Bill No. 39 appears to be designed, in part, to assure that 

electric generating units are available when needed to meet system demand. The 

underlying motive behind this legislation appears to be to attempt to eliminate 

capacity withholding for the purpose of endangering system reliability, and more 

indirectly, for the purpose of increasing market prices. This legislation appears to 

be quite thorough, and is likely to be effective at accomplishing its goals. 

Assembly Bill No. 28 is somewhat broader and less specific. It gives the 

California Oversight Board the power to investigate almost any matter involving 
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the wholesale market in California. Of course, it is not clear legally what the 

Oversight Board could do to take corrective action if they found a problem, 

except to file a complaint at FERC. This legal issue, and the practical 

consequences of it, will require more research and analysis than I have been able 

to do thus far. 

IF FERC HAS NOT DONE WELL IN MONITORING FOR AND 

MITIGATING MARKET POWER IN THE WEST, HAS IT PERFORMED 

BETTER IN THIS REGARD IN THE THREE FORMAL IS0 MARKETS IN 

THE NORTHEAST? 

No, FERC has not done much if any better at monitoring and mitigating market 

power in the formal IS0 energy markets in the Northeast. The three ISOs in the 

Northeast are: PJM, New York and New England. I have studied the market 

monitoring rules for the New York and New England ISOs in considerable detail 

over the past two years, and I have personally met with the New England IS0  

Director of Market Monitoring. 

With respect to monitoring for market power, the real weakness there is 

that FERC has not required the ISOs to collect the underlying operating cost data 

for each of the generating units, although FERC has authorized the ISOs to collect 

this data if they believe it is necessary to do so. Unfortunately, the ISOs have not 

done this, so they do not know what the true operating costs of the generating 

units are. Yet, if they do not know what the underlying operating costs are, then 

they cannot tell whether or not market power is being exercised in the energy 

markets that they monitor. 
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In addition, even when the Northeastern power markets have experienced 

some fairly significant price spikes, particularly on hot summer days when 

demand is near peak, to my knowledge the ISOs have never ordered refunds, and 

only occasionally do they reset market-clearing prices after they have been set 

such that they reflect the exercise of market power. Thus, the most extreme 

instances of the exercise of market power have generally passed with no 

mitigative action having been taken. FERC has also argued that it can only order 

refunds within 60 days after a complaint is filed. However, FERC is tentatively 

exploring establishing a rule that will allow for refunds on an ongoing basis, if 

market power occurs. 

IF THE NORTHEASTERN ISOs DO NOT KNOW WHAT THE 

UNDERLYING COSTS OF PRODUCTION ARE FOR GENERATING UNITS, 

HOW DO THEY MONITOR THE ENERGY MARKET FOR THE EXERCISE 

OF MARKET POWER’? 

Basically, the three ISOs utilize what I call “self-referential” rules for trying to 

detect market power. By “self-referential” I mean the rule compares each 

generator’s ongoing or contemporary market bids to bids made from the same 

generating units in the past. If a current bid is too far above the average of past 

bids for the same generating unit, then the current bids might be mitigated 

downward by the ISO. The extent to which this change or mitigated bid lowers 

the market-clearing price on an ongoing basis is how the ISOs claim to mitigate 

the potential exercise of market power. 
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The problem with this self-referential approach, where current bids are 

compared to prior bids from the same generating unit, is that it cannot begin to 

control market power except in the most extreme cases. For example, a typical 

self-referential monitoring rule might say that if a current bid is more than 200 

percent higher than the past three-month average of bids from that same 

generating unit, then an investigation will occur, and the bid could be mitigated. 

One problem is, of course, that a 200 percent increase over a period of only three 

months is such a large increase, that this rule provides little control over a 

generation owner’s ability to raise prices in order to exercise market power. This 

type of rule can only control extreme events such as when a generation owner is 

tempted to increase its bid by ten times the old average in one month in order to 

profit from a heat wave. Of course, the generation owner can always get around 

such a potential restriction by always bidding one of its small and inefficient units 

at a very high price consistently, so that the monitoring rule will never provide a 

constraint when such a high price may actually be accepted by the IS0  for 

dispatching and for setting the market-clearing price. Thus, most of the market 

power monitoring rules that are in place in the Northeastern energy spot markets 

are toothless, and, therefore, useless for the purpose of detecting market power. 

DOES FERC HAVE ANY MONITORING RULES IN PLACE FOR THE Q. 

CONGESTION-COST TRANSMISSION PRICING APPROACH THAT IT IS 

PROPOSING AS PART OF THE STANDARD MARKET DESIGN? 

No. As far as I know, FERC does not have any specific monitoring rules in place A. 

that are designed to monitor for any exercise of market power that would impact 
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congestion prices charged for transmission. Thus far, I believe that congestion 

cost pricing for transmission is only operative in the PJM ISO, but it is scheduled 

for the other ISOs, as well. Unfortunately, since congestion costs that impact 

transmission prices are basically derived from local generation bids priced as 

explained above, all the weaknesses of the current set of monitoring rules for 

generation-related market power bode poorly for the likely ability of the ISOs or 

FERC to monitor for the impact of market power on congestion cost transmission 

pricing. 

DOES FERC HAVE ANY MARKET MONITORING AND MITIGATION 

RULES FOR USE IN LOAD POCKETS? 

Yes, there are several load pockets in the Northeast, such as New York City and 

Boston, for which FERC has established market power mitigation rules, since it . 

would be very easy for generation owners with units within each load pocket to 

exercise market power during times of high load. Basically, without getting into 

details, the approach that FERC has taken is to establish either negotiated or cost- 

of-service based price caps during hours when the generation owners within the 

load pockets would have monopoly pricing ability. One problem with this 

approach is that strategic bidding can usually lead to higher than competitive 

generation prices within load pockets long before demand within the load pocket 

rises so high that monopoly pricing is possible. The exercise of market power 

through strategic bidding could be quite potent well before monopoly pricing is 

possible. However, FERC has not properly addressed this issue yet, just as they 

have not found adequate ways to monitor for market power in the broader energy 
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spot markets. The issue that the ACC will need to grapple with, then, is that load 

pockets like Phoenix and Tucson tend to facilitate the exercise of market power 

through strategic bidding, and thus it is even more important in a state like 

Arizona to have adequate means in place to deal with this likely problem. 

33 
Direct Testimony of Dr. Richard A. Rosen 

Tellus Institute 
Docket No. E-00000A-02-005 1 



1 

2 

3 

4 Q. 

5 

6 

7 A. 

8 

9 

10 

11 

12 

13 

14 Q. 

15 

16 

17 A. 

18 

19 

20 

21 

22 

23 

SECTION IV - DIVESTITURE OF EXISTIING GENERATION 

PLANTS CURRENTLY IN THE APS AND TEP RETAIL RATE BASES 

WHAT ARE SOME OF THE POTENTIAL ADVANTAGES OF ALLOWING 

THE DIVESTITURE OF THE EXISTING GENERATING UNITS OF AEP 

AND TEP INTO UNREGULATED AFFILIATES OF THOSE UTILITIES? 

Some of the potential advantages of allowing the divestiture of these power plants 

to go forward as contemplated under the Arizona restructuring rules are that 

eventually doing so could facilitate development of a competitive wholesale 

market, with one consequence being that this could lead to more efficient (lower) 

operations and maintenance costs for those units. In theory, such a development 

could lead to a larger number of retail providers of power directly to customers, 

and, therefore, a competitive retail power supply market in Arizona. 

DO YOU BELIEVE THAT IT IS LIKELY THAT SUDDENLY DIVESTING 

ALL OF THESE EXISTING POWER PLANTS TO UNREGULATED 

AFFILIATES OF THE SAME UTILITIES WILL LEAD TO THESE RESULTS? 

No, I do not believe that the sudden divestiture of all of the power plants currently 

in the A P S  and TEP ratebases will lead to competitive wholesale or retail markets 

for electricity in Arizona. The main reason why I do not believe that this outcome 

is likely is that these A P S  and TEP affiliates would continue to own most of the 

generating units within Arizona, and, certainly most of the generating units within 

the load pockets in Arizona. This implies that the concentration of ownership of 

the generating units available and able to serve demand in h z o n a  would not 

34 
Direct Testimony of Dr. Richard A. Rosen 

Tellus Institute 
Docket No. E-00000A-02-005 1 



1 

2 

3 

4 

5 

6 

7 Q. 

8 

9 

10 A. 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

change at all, and with such a large degree of ownership concentration, it is hard 

to see how a competitive market could ever develop in the region. This is true 

unless a large amount of this existing capacity was precluded from competing for 

market-based prices by having its output already committed in a long-term 

purchased power contract to serve Arizona load, prior to divestiture, just as APS 

has proposed to do with its existing and new generating units. 

WHAT ARE THE LIKELY DISADVANTAGES OF ALLOWING THE 

PLANNED DIVESTITURE OF ALL OF THE EXISTING APS AND TEP 

GENERATING UNITS TO GO FORWARD AT THIS TIME? 

There are many likely disadvantages of allowing the planned divestiture to utility 

affiliates of all of the existing APS and TEP generating units to proceed at this 

time. These disadvantages include: 

1. Divestiture could require that the ACC establish a more complex, 

least-cost competitive bidding process with sufficient constraints to 

guard against market power. 

The ultimate regulation of the price of power from the divested plants, 

and all new plants or purchased power contracts, would fall to FERC, 

not the ACC. 

It would be very easy for the utility affiliates to exercise market power 

unless most of the capacity were committed to Standard Offer 

customers under a long-term cost-of-service based PPA such as APS 

has proposed. Alternatively, divested plants would have to be divided 

2. 

3. 
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up among APS and TEP affiliates, and many third parties, as buyers in 

order to reduce the concentration of plant ownership in the state. 

4. If a long-term PPA based on cost-of-service is not signed to cover all 

existing power plants, then the amount of the competitive transaction 

charge paid by ratepayers would have to be reconsidered in the next 

rate case, or ratepayers might pay twice for some stranded costs. 

5. The divestiture of generation, implying a continuation of unbundling, 

may make it easier for FERC to claim legal authority to set retail 

transmission rates, and to establish energy spot-markets and 

congestion-cost pricing for transmission in Arizona. 

6. Market pressures to reduce plant operations and maintenance costs 

could also reduce the reliability of these plants, and, thus, reduce 

system reliability. This might require the ACC to require a higher 

planning reserve margin for the UDCs in Arizona than if divestiture 

did not occur. 

PLEASE DESCRIBE WHY THE DIVESTITURE OF ALL EXISTING APS 

AND TEP GENERATING UNITS COULD REQUIRE THE ACC TO 

ESTABLISH A MORE COMPLEX BIDDING PROCESS THAN IF 

DIVESTITURE DID NOT OCCUR. 

If divestiture occurs, the complexity of the competitive bidding process will 

depend to a significant degree on how much of the divested capacity is committed 

to Standard Offer customers under a long-term cost-of-service based contract 

similar to the PPA that has been proposed by APS for all of its existing 
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generation. This is because if all of the existing generation is so committed, then 

the ACC does not need to worry about that capacity being used to contribute to 

higher market prices through the exercise of market power by APS’ and TEP’s 

affiliates which own that capacity. In contrast, if some of the existing generation 

is not contracted for on a traditional cost-of-service basis, then given the limited 

amount of IPP generation that can access APS’ and TEP’s loads, it would be quite 

easy for the APS and TEP affiliates that own the existing (and some new) 

capacity to exercise market power in two ways. They will be able to exercise 

market power when bidding into a “competitive” bidding process, due to the very 

limited number of alternative sources of power, and they will be able to exercise 

market power in spot market transactions. Needless to say, the potential for the 

APS and TEP affiliates to exercise market power will be greatly enhanced relative 

to sources of power that can physically serve the various load pockets within 

Arizona. Thus, if divestiture proceeds, the ACC will have to try to devise a more 

complex bidding process to make it much less likely that the APS and TEP 

affiliates would be able to exercise market power in the future, especially within 

load pockets. 

IS THERE ANY WAY TO MITIGATE THE MARKET POWER THAT APS 

AND TEP AFFILIATES MIGHT BE ABLE TO EXERCISE IF DIVESTITURE 

Q. 

CONTINUES AND A COST-BASED PPA IS NOT ESTABLISHED FOR THE 

OUTPUT OF THE EXISTING POWER PLANTS? 

A. Yes, a difficult and quite controversial way of mitigating the market power that 

the APS and TEP affiliates which own power plants could exercise is to establish 
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a “true-up” accounting mechanism for a competitive transaction charge that APS 

and TEP would be allowed to collect after the next rate case for each company. 

This would work by adjusting the competitive transaction charge annually or 

quarterly, upwards or downwards, based on the revenues received by these 

generation affiliates. Thus, if the affiliates receive higher “market prices” than 

were initially assumed in setting the stranded cost payments for the existing 

generating units (through the CTC) due to their ability to exercise market power, 

then the CTC would be reduced, even if this meant the CTC might need to be a 

negative value if the competitive market prices were high enough. 

If such a CTC adjustment mechanism were established by the ACC at 

each company’s next rate case, then there would appear to be no incentive for the 

APS and TEP affiliates to exercise market power for a long as the mechanism 

were in place. However, this mechanism would have to stay in place for a very 

long time for it to be effective; in theory, it should last for the entire operational 

lifetimes of the existing generating units so that ratepayers continue to get the 

economic benefits of the relatively low-cost power in the current mix of 

generating units. 

REGARDING YOUR SECOND POINT ABOVE, WHY WOULD THE 

ULTIMATE REGULATORY AUTHORITY FOR THE PRICE OF POWER 

FROM THE DIVESTED GENERATING UNITS SHIFT TO FERC? 

While I am not a lawyer, I believe that it is clear that since any power sales from 

the divested units to the Standard Offer customers would occur under a wholesale 

power contract or would occur in the deregulated wholesale market, these sales 
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1 would be FERC jurisdictional. This is because most, if not all, wholesale power 

2 sales are FERC jurisdictional. 

3 Q. WHY MIGHT THE FACT THAT THESE POWER SALES FROM EXISTING 

4 

5 PROBLEM FOR ARIZONA? 

GENERATING UNITS WOULD BECOME FERC JURISDICTIONAL BE A 

6 A. One of the types of problems that could arise if these power sales become FERC 

7 jurisdictional is that FERC might allow a much higher rate of return on these 

8 

9 

power plant investments compared to the traditional rate of return allowed by the 

ACC. This higher rate of return might easily be justified if the cost of capital to 

10 all IPPs is higher than the traditional cost of capital to regulated utilities as set by 

11 the ACC. This is likely to be the case in the future, especially in light of the 

12 recent financial crisis that the IPP industry as a whole is going through. I believe 

13 that in the future the financial markets are going to realize that the IPP industry is 

14 much more risky than they appear to have assumed in the recent past. However, 

15 even in the recent past I believe that the average cost of capital to IPPs was higher 

16 than that for regulated utilities. 

17 Q. PLEASE EXPLAIN YOUR THIRD POINT ABOVE. 

18 A. I have already commented on some aspects of point #3 above. However, one 

19 other way to mitigate the potential for the APS and TEP generation affiliates to 

20 exercise market power would'be to divest a substantial amount of the existing 

21 capacity to other, third party IPPs. Of course, this would have to be done in a way 

22 to prevent the future re-aggregation of this generating capacity by one company. 

23 Conceptually, market power might be somewhat mitigated if many roughly equal- 

39 
Direct Testimony of Dr. Richard A. Rosen 

Tellus Institute 
Docket No. E-00000A-02-005 1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

14 

15 

16 

17 

18 A. 

19 

20 

21 

22 

23 

sized owners of generating capacity existed within Arizona, perhaps at least ten 

equal-sized owners. However, even if this could be done, the potential for market 

power within load pockets would still be high. To deal with this problem, the 

ownership of generation would have to be divided up quite broadly on a 

geographic basis, especially within load pockets to a large number of owners. For 

example, within load pockets, the ACC may need to limit generation ownership to 

one generating unit per company given the relatively small number of generating 

units within each load pocket. However, doing this could have the disadvantage 

of resulting in diseconomies of scale, which could increase electric market prices 

somewhat. This potential economic trade-off is typical of many of the economic 

trade-offs that arise when the issue of electric industry restructuring is carefully 

considered. 

PLEASE COMMENT ON YOUR FOURTH POINT ABOVE. WHY MIGHT 

RATEPAYERS PAY TWICE FOR SOME STRANDED COSTS IF NOT ALL 

OF THE EXISTING GENERATION IS SOLD TO STANDARD OFFER 

CUSTOMERS ON A COST-OF-SERVICE BASIS UNDER A LONG-TERM 

PPA? 

My argument is addressed in part above, when I discussed the use of a 

competitive transaction charge adjustment mechanism to mitigate market power 

for that portion of the output of existing generating units that is not sold to 

standard offer customers under PPA. But this involves an even deeper issue. 

Without such an adjustment mechanism, ratepayers could pay twice for some 

stranded costs even if the market price paid for the generation output were a 
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competitive market price, i.e., if market power were not being exercised. Market 

power will make it even more likely that ratepayers would pay twice for even 

more stranded costs. 

To oversimplify slightly, stranded costs are defined as cost-of-service rates 

minus market prices. Years ago, most people assumed that stranded costs would 

always be positive (greater than zero), because market prices would be lower than 

cost-of-service based rates. However, this is not likely anymore for most utilities, 

and is not the case in Arizona, especially for APS. (Mr. Jack Davis’ testimony in 

Docket No. E-01345A-01-0822 makes this point in different words.) Thus, 

stranded costs can be negative as they were projected to be in Colorado. Either 

way, if market prices in the future are higher than the level implicit in the current 

CTC charges in Arizona for APS and TEP ratepayers, then ratepayers will pay 

twice for the difference between the future market prices and the level implicit 

when setting the CTCs. Market power will tend to make this difference even 

bigger. If likely future market prices average higher than embedded cost-of- 

service based rates as Mr. Davis claims they will, and I agree, then stranded costs 

will be negative, and ratepayers would have to get a stranded cost credit (negative 

charge) on their bill if they are not to pay twice for some stranded costs. Because 

of this potential implication of the divestiture of TEP’s and APS’ existing 

generating costs, I believe that it would be best for Arizona ratepayers if 

divestiture does not occur. That would be the best way for the ACC to protect 

ratepayers against market power. 
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WHY MIGHT A CONTINUATION OF RATE UNBUNDLING DUE TO 

PLANT DIVESTITURE GIVE FERC SOMEWHAT BETTER LEGAL 

GROUNDS TO CLAIM AUTHORITY OVER SETTING RETAIL 

TRANSMISSION RATES, AS WELL AS GENERATION RATES? 

Again, while I am not a lawyer, I believe that FERC itself has claimed that when 

states shift from bundled retail rates under traditional rate regulation to 

restructured unbundled rates once generation divestiture occurs, they have clear 

authority to set all transmission rates within the state. I assume that one of 

FERC’s arguments is that in this situation &l generation sales become wholesale 

sales, certainly those to Standard Offer customers. Therefore, since FERC can set 

transmission rates for any wholesale generation sale, it can, in essence, set all 

“retail” rates within the state. In addition, this enhanced legal authority may also 

carry over into FERC’s authority to establish RTOs, and all aspects of the 

Standard Market Design like spot energy markets, as I discussed above. This 

means, then, that all states like Arizona should carefully re-think any earlier 

decisions to unbundled retail electric rates and allow generation unit divestitures, 

if this allows FERC to displace the state PUC’s authority to set retail transmission 

rates. Allowing plant divestiture may leave the state PUC with ratemaking 

authority only over distribution system and customer service charges related to 

distribution only. (I include metering as part of the distribution system.) 

However, I want to be clear that I am not supporting FERC’s legal claims in the 

above statement, many of which appear to be controversial. 
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Q. WHY MIGHT MARKET PRESSURES CAUSE THE RELIABILITY OF THE 

DIVESTED POWER PLANTS TO DETERIORATE, THUS REQUIRING 

HIGHER PLANNING RESERVE MARGINS? 

If the existing APS and TEP power plants are divested, and if their output is not 

provided under a long-term PPA, the new owners might attempt to maximize their 

profits, especially in the short run, by reducing their O&M expenditures below 

prudent levels. This reduction in expenditures might lead to higher forced 

outages rates due to more frequent equipment breakdowns. Higher forced outage 

rates would imply the need for a higher planning (and actual) reserve margin in 

order to keep system reliability at the same high level that it currently is. 

A. 

However, there is an additional reason why the divestiture of the existing 

power plants, and having deregulated plants generally in the supply mix, might 

require a higher planning reserve margin. This could be necessary if power plant 

owners find it to be profitable to withhold capacity near times of peak demand in 

the market. Of course, as I mentioned earlier, FERC has already decreed that 

owners should not withhold capacity from the market. However, even if an RTO 

is established for the Arizona region, which would be necessary to enforce this 

anti-withholding rule, the RTO may not find it easy to distinguish illegitimate 

attempts to withhold capacity from legitimate planned outages for maintenance 

purposes. The New England IS0  has already had to struggle with making these 

determinations for several years now, and the issue remains controversial in New 

England. 
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SECTION V - AFFILIATE TRANSACTION RULES AND CODES OF 

CONDUCT 

HAVE YOU REVIEWED THE ACC’S EXISTING AFFILIATE 

TRANSACTION RULES IN ORDER TO DETERMINE WHETHER THE 

C U R R E ”  RULES COULD HELP IN PREVENTING ANY TYPES OF 

MARKET POWER ABUSE IN ARIZONA THAT WOULD RESULT FROM 

DIVESTITURE OF THE EXISTING POWER PLANTS? 

Yes, I have reviewed the ACC’s current affiliate transaction rules R14-2-801 

through 806. In that regard, it seems to me that the sub-sections of these rules that 

are most directly relevant to the planned divestiture of existing generating units to 

utility affiliates are sub-sections R14-2-805(A)(5) through (1 1). Generally, these 

sub-sections require detailed information to be reported on the business 

relationships and the allocations of cost between regulated and unregulated 

affiliates. Interestingly, sub-sections (5) and (7) require “an assessment of the 

effect of current and planned affiliated activities on the public utility’s capital 

structure and the public utility’s ability to attract capital at fair and reasonable 

rates,” and an explanation of the impact of the activities and structure of the 

company on these issues. These provisions may have some impact on assisting 

the ACC to understand the impact that divestiture might have on utility rates. 

However, I do not believe that there are any significant protections against the 

types of market power that I have discussed above in these affiliate transaction 
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rules. The existing rules only provide some information that might assist the 

ACC in preventing cross-subsidies between the regulated and unregulated 

affiliates that could exacerbate market power, but they do not deal with the issues 

of capacity withholding or strategic bidding in deregulated power markets. 

WHAT IMPACT COULD DIVESTITURE OF POWER PLANT 

INVESTMENTS TO UNREGULATED AFFILIATES HAVE ON THE COST 

OF CAPITAL TO THE REGULATED PUBLIC UTILITY? 

I believe that it is quite possible that if an unregulated affiliate of a public utility 

has trouble financing a sudden, new and large amount of investment, such as will 

be needed to finance all the existing power plants, this financial burden could spill 

over and increase the cost of capital for the regulated public utility, as well. Thus, 

if the ACC does proceed with the divestiture of all existing generation units 

owned by APS and TEP, it should carefully avoid passing on the impact of this 

kind of spillover effect to electric rates for regulated products such as distribution 

and customer service charges. In addition, the ACC should try to structure any 

wholesale PPA contracts of the type proposed by APS for its Standard Offer 

customers in a way that would maintain the cost of capital for the divested assets 

at the same level that it would have been under a continuation of retail rate 

regulation by the ACC. This would be justified so that the ratepayers do not bear 

the burden of any additional risk perceived by the financial markets in an 

unregulated affiliate owning such a large amount of unregulated assets. Thus, I 

suggest that the ACC take administrative notice in this docket of any reports that 

APS and TEP have filed with the Commission on or before April 15,2002 in 
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compliance with R14-2-805. If these two companies have not filed any, or 

adequate, compliance reports yet, I suggest that such filings be required, and be 

provided as quickly as possible. Clearly, the ACC needs these reports as part of 

its overall assessment as to what the consequences of divestiture are likely to be 

on retail ratepayers, and whether divestiture still is in the public interest in 

Arizona. 

HAVE YOU ANY COMMENTS ON THE RELEVANCE OF THE ACC’s 

CODE OF CONDUCT RULE TO PREVENTING MARKET POWER? 

Yes, the Commission’s Code of Conduct Rule R14-2-1616 generally seems to be 

structured to attempt to prevent the cross-subsidization of unregulated affiliates by 

regulated utility activities. This is good, of course, but it also would not help in 

preventing other types of market power from being exercised such as strategic 

bidding, and gaming the deregulated wholesale electric markets, in general. 

Q. 

A. 
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SECTION VI - CONCLUSIONS AND RECOMMENDATIONS 

WOULD YOU AGREE WITH THE ACC’s MAY 2,2002 ORDER IN THIS 

DOCKET THAT THE GENERATION DIVESTITURE ISSUE, AND 

ASSOCIATED MARKET POWER ISSUES, ARE EMERGING AS THE KEY 

ISSUES IN THE COMMISSION’S DELIBERATIONS AS TO WHETHER 

AND HOW TO PROCEED WITH ELECTRIC INDUSTRY RESTRUCTURING 

IN ARIZONA? 

Yes, I do. It should be clear from my testimony above, and from the comments to 

FERC attached as Exhibit-(RAR- 1) and Exhibit-(RAR-2), that whether and 

to what extent the divestiture of APS’ and TEP’s existing generation units to 

unregulated affiliates occurs, will have a major impact on the future of the electric 

utility industry in Anzona. From my perspective, however, there are many 

complex regulatory challenges facing the ACC that should be analyzed much 

more fully before divestiture is allowed to occur. Indeed, there are also cutting- 

edge analytical problems regarding the potential for the exercise of market power 

in Arizona’s generation markets, and the impact on market prices of transmission 

constraints, which should also be solved before the Commission proceeds with 

divestiture. Yet, both the regulatory problems and the analytical problems are 

very complex, as I have tried to describe briefly above. A much more complete 

discussion of these problems is required beyond what I have had the time to draft 

here. Divestiture may also impact the regulatory authority of the ACC with 

20 

21 

22 

47 
Direct Testimony of Dr. Richard A. Rosen 

Tellus Institute 
Docket No. E-00000A-02-005 1 



1 

2 

3 Q. 

4 

5 

6 A. 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

respect to FERC, and, therefore, the full range of relevant legal issues that may be 

affected by proceeding with divestiture should also be thoroughly analyzed first. 

IN YOUR OPINION, WHAT IS THE MAJOR IMPLICATION OF THIS 

COMPLEX SITUATION IN ARIZONA FOR HOW THE ACC SHOULD 

PROCEED AT THIS TIME? 

To me the implication of this very complex situation in Arizona presently is that 

the ACC should take either one of the following two options: 

1. The preferable course of action for the ACC is to decide now not to 

proceed with the divestiture of APS’ and TEP’s existing generating units 

at all. The justification for this action is the long list of difficult regulatory 

problems and economic issues that I have described above that arise as a 

consequence of divestiture. This should certainly be the course of action 

taken if cost-of-service based PPAs are not firmly committed to for all the 

output of these generating units for standard offer customers. 

2. If the ACC wants to maintain divestiture without PPAs as a regulatory 

option, then it should take more time to clarify and define all the relevant 

issues, and to then do all relevant legal and analytical studies that it 

believes are necessary to help it address the complex regulatory issues that 

it faces. In particular, I do not believe that divestiture can be 

accomplished properly by January 1,2003. Thus, I believe that the 

Commission should delay the final target date for deciding whether or not 

divestiture should occur, and to what extent, until at least January 1,2004. 
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The issues are too complex to be resolved within the current timeframe 

contemplated by the electric restructuring rules. 

In addition, the Commission should re-examine the pros and cons of 

electric industry restructuring as a whole during the next year in light of the prior 

experience that other states have had with restructuring. However, it is likely to 

be considerably more difficult to establish competitive wholesale, and, therefore, 

retail electric markets in Arizona and most of the West than it has been in the 

East. Additionally, in most of the East, there still is no significant level of retail 

competition, and wholesale markets still suffer from the exercise of market 

power. 

I will also remind the Commission that when the neighboring state of 

Colorado was considering whether or not to restructure its electric industry three 

years ago, it decided not to proceed primarily on the basis that since the state was 

projected to have net negative stranded costs, policy makers were concerned that 

deregulating generation would raise electric rates to consumers substantially in 

the long run. I believe that this could be the outcome of deregulation in Arizona, 

as well, unless the output of all existing generation units in Arizona remains 

committed to serving Arizona ratepayers on a cost-of-service basis for the 

indefinite future. Thus, the only conditions under which I can foresee that 

restructuring and divestiture might make sense in Arizona is if both APS and TEP 

sign long-term PPAs similar to the one proposed by APS last winter (with 

additional consumer protections). 

. 
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DO YOU BELIEVE THAT ARIZONA SHOULD APPROVE THE CREATION 

OF AN RTO PRIOR TO DECIDING WHETHER TO CONTINUE TO 

RESTRUCTURE THE INDUSTRY AND PRIOR TO DECIDING ON 

GENERATION DIVESTITURE? 

No, I would strongly recommend that the ACC not approve the participation of 

Arizona utilities in a regional RTO until after the ACC has decided how it wants 

to proceed with restructuring, in general, and with divestiture of generation, in 

particular. In the meantime, I recommend that the ACC take all legal actions 

necessary to preserve its legal rights with respect to any new regulatory areas or 

initiatives where FERC may claim priority in matters affecting Arizona 

ratepayers. For example, I recommend that the ACC actively participate with 

comments in the upcoming debate over FERC’s expected NOPR on RTOs and the 

standard market design for them in Docket No R M O  1 - 12-000. 

DO YOU BELIEVE THAT THE ACC SHOULD PROCEED WITH A 

COMPETITIVE BIDDING PROCESS FOR GENERATION PRIOR TO 

REVIEWING IN MUCH GREATER DETAIL THE LEGAL AND 

REGULATORY ISSUES THAT DIVESTITURE MAY IMPACT? 

No, I do not believe that the ACC should proceed with a competitive bidding 

process until the whole issue of the pros and cons of restructuring is reviewed in 

detail. However, the ACC should consider the complexities involved in creating a 

competitive bidding process under a range of different scenarios with and without 

divestiture, in order to better understand all aspects of restructuring. While this is 

technically a Track “B” issue, whatever the Commission concludes about 
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restructuring, the competitive bidding process must be, at its core, a least-cost 

planning process. The need for least-cost planning does not subside if the electric 

industry is restructured. It simply becomes one of the key functions of utility 

management and regulatory oversight that becomes more difficult to carry out 

because utilities are no longer vertically integrated. After all, even if Arizona 

proceeds to restructure the electric industry, the ACC still has the obligation to 

ensure that electric rates are as low as reasonably possible. 

WHAT IS THE MOST IMPORTANT LESSON FROM THE 2000-2001 

“CALIFORNIA” MARKET EXPERIENCE FOR ARIZONA? 

In my opinion, the most important lesson of the California experience with 

restructuring the electric industry is to go slowly. This is not a process that can be 

rushed. California did not even perform many of the relevant and important 

technical or policy analyses prior to restructuring its electric industry, thus it is not 

surprising that many mistakes were made. Also, we should not forget that some 

of the initial faulty suggestions made by California in designing their wholesale 

power markets were FERC approved. Arizona should take a careful and 

deliberate approach to electric industry restructuring, since the main goal of 

restructuring should be to maximize economic efficiency in the long run. Again, 

this process should not be rushed. In the meantime, if new generating capacity is 

needed to meet load, Arizona utilities can sign short-term or medium-term 

contracts for its acquisition. 
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IN THE MEANTIME, SHOULD THE ACC SET A REQUIRED RESERVE 

MARGIN FOR PLANNING PURPOSES FOR ARIZONA'S ELECTRIC 

UTILITIES? 

Yes, since it will be necessary for the ACC to establish a long-run required 

reserve margin appropriate for each utility that they regulate in Arizona whether 

or not restructuring proceeds, it seems to me that this effort ought to occur in 

parallel with the ACC's restructuring deliberations. Doing so will help to 

guarantee that system reliability will continue to be maintained at adequate levels 

throughout the state. 

IF THE ACC DECIDES TO MOVE AHEAD WITH ELECTRIC 

RESTRUCTURING AND GENERATION DIVESTITURE PRIOR TO THE 

FORMATION AND OPERATION OF AN RTO COVEFUNG ARIZONA, HOW 

SHOULD THE ISSUE OF THE POTENTIAL EXERCISE OF MARKET 

POWER IN THE WHOLESALE POWER MARKET BE HANDLED? 

If the ACC moves ahead with restructuring, and divestiture occurs by January 1, 

2003, then the ACC will need to establish some other FERC-approved, 

independent body that would have the technical expertise and authority to monitor 

and mitigate market power in Arizona's wholesale power markets. Clearly, this 

function cannot just go unfulfilled if existing and new generation is deregulated. 

DOES THIS CONCLUDE YOUR TESTIMONY? 

Yes, it does. 

52 
Direct Testimony of Dr. Richard A. Rosen 

Tellus Institute 
Docket No. E-00000A-02-005 1 



1 APPENDIX 1 - QUALIFICATIONS 

2 

3 Q. 

4 

5 A. 

6 

7 

8 

9 

10 Q. 

11 A. 

12 

13 

14 

15 

16 

17 

18 

19 Q. 

20 

21 A. 

22 

PLEASE DESCRIBE YOUR EDUCATIONAL AND PROFESSIONAL 

BACKGROUND. 

I hold a B.S. in Physics and Philosophy from MIT, a M.S. in Physics from 

Columbia University, and a Ph.D. in physics from Columbia University. 

Currently I am a senior research director at Tellus Institute, as well as executive 

vice-president and secretarykreasurer of the Institute. I am also the manager of 

the Institute's Electricity Program. 

PLEASE PROVIDE A BRIEF DESCRIPTION OF TELLUS INSTITUTE. 

Tellus Institute is a non-profit organization specializing in energy, natural 

resources, and environmental research. Within Tellus Institute, the Electricity 

Program focuses on energy and utility research areas which include demand 

forecasting, conservation program analysis, electric utility dispatch and reliability 

modeling, least-cost utility planning and integrated resource planning, avoided 

cost analysis, financial analysis, cost of service and rate design, non-utility 

generation issues, bidding systems, incentive regulation, cost of capital analysis, 

and utility industry restructuring. 

PLEASE ELABORATE ON YOUR EXPERIENCE WITH ELECTRIC 

UTILITY SYSTEM SUPPLY PLANNING. 

As past director of the Energy Group and manager of the Electricity Program, I 

have had wide experience assessing utility system supply options on both a 
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service area and a regional basis. These assessments have encompassed all types 

of generation plant, transmission plant, purchases of capacity and energy, fuel 

purchases and contracting, central station district heating and decentralized 

cogeneration plants, and alternative sources of energy such as wind, biomass, and 

solar energy connected to electricity grids. These assessments have dealt with the 

technical, economic, environmental, regulatory, and financial aspects of supply 

planning, including the relationships between supply planning, load forecasting, 

rate design, and revenue requirements. I have also reviewed the prudence of 

many past supply-planning decisions by utilities. 

PLEASE PROVIDE A FEW ADDITIONAL DETAILS OF YOUR 

EXPERIENCE IN THE AREA OF UTILITY PLANNING. 

Power supply system modeling and integrated resource planning has been a major 

focus of my activities for the past 22 years. My research and testimony in this 

area began in 1980, and I have testified in numerous cases involving generation 

planning and the integration of demand and supply technologies on a least-cost 

basis. For example, I submitted extensive generation planning testimony in the 

1980 CAPCO Investigation in Pennsylvania in Case No. 1-790703 15, and in the 

1981 Limerick Investigation as well (Case No. 1-80100341). In early 1982, I 

prepared a major report for the Alabama Attorney General's Office entitled 

"Long-Range Capacity Expansion Analysis for Alabama Power Company and the 

Southern Company System," and I filed testimony in Docket No. 18337 before 

the Alabama Public Service Commission. In addition, I testified on the excess 

capacity issue regarding Susquehanna Unit 1 in the 1983 Pennsylvania Power and 
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Light Co. Rate Case (No. R-822169). In 1987, I testified before the Federal 

Energy Regulatory Commission (“FERC”) on NEPOOL’s Performance Incentive 

Program on behalf of the Maine Public Utilities Commission in Docket No. ER- 

86-694-001. In 1989, I testified before the Pennsylvania Public Utility 

Commission on excess capacity and ratemaking treatment regarding Philadelphia 

Electric C0.k Limerick 2 nuclear unit. This work was performed on behalf of the 

Pennsylvania Office of Consumer Advocate in Docket No. R-891364. I also 

testified in Vermont in Docket No. 5330 on the cost-effectiveness of the proposed 

purchased power contract between the Vermont utilities and Hydro-Quebec. In 

the 1980s, I testified in several cases involving the planning and construction of 

the Palo Verde nuclear units, before the Arizona Corporation Commission 

(“Commission” or ACC), as well as before FERC. 

Finally, in January 1998, I testified before this Commission on behalf of 

the Residential Utility Consumer Office (“RUCO’) in Docket No. U-0000-94-165 

regarding public policy recommendations on key issues related to calculation, 

sharing, and recovery of stranded costs; and presentation of the “retail generation 

service” methodology for computing stranded costs. In September 1998, in 

Docket No. E-O1933A-98-0471, I was the author of comments to the Commission 

entitled “Analysis and Recommendations of Residential Utility Consumer Office 

Regarding the Tucson Electric Power Company’s Stranded Cost Filing.” In 

November 1998, I filed testimony before the Commission in Docket Nos. E- 

O 1933A-98-047 l ; E-01 933A-97-0772; E-O 1345A-98-0473; E-01 345A-97-0773; 

and U-OOOOOC-94-165 on various filings related to the unbundled service tariffs, 
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stranded cost recovery proposal for Arizona Public Service and Tucson Electric 

Power Company, and various other aspects of their restructuring proposals. I 

filed testimony before the Commission in Docket No. RE-OOOOOC-94-0165 in 

July 1999 on the status of settlement discussions between RUCO and Citizens 

Utilities Company-Arizona Electric Division (“CUC-AED”), and summary 

concerns about CUC-AED’s stranded cost recovery plans. In February 2002, I 

filed testimony before the Commission in Docket No. E-01032C-00-0751 on 

Citizens Communications Company’s Purchased Power and Fuel Adjustment 

Clause and its wholesale power supply contract with Arizona Public Service. 

Due to my extensive regulatory experience supporting the public interest, 

as outlined above, in 1988 I was chosen to serve a three-year term on the 

Research Advisory Committee of the National Regulatory Research Institute, an 

appointment made by the public utility commissioners serving on the NRRI 

Board of Directors. In addition, I have been the project manager on contract 

research that the Tellus Institute has performed for the US.  Department of 

Energy, the U.S. Environmental Protection Agency, the U.S. Department of 

Justice, the National Association of Regulatory Utility Commissioners (NARUC), 

the New England Conference of Public Utility Commissioners, the New England 

Governors Conference, and the National Council on Competition in the Electric 

Industry. 

In the last six years, I have spent most of my time analyzing electric utility 

restructuring issues. As early as 1996, I testified before the New Hampshire 

Public Utilities Commission on issues affecting the design of the state’s pilot 
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programs (Docket No. 96-150), and I testified before the New York Public 

Service Commission on stranded costs, market structures, and other issues related 

to ConEd's, NYSEG's, and RG&E's restructuring plans. I also have worked on or 

testified on other restructuring issues in Nevada, New Mexico, New Jersey, 

Illinois, Missouri, Colorado, Pennsylvania, Maryland, Maine, Rhode Island, and 

Michigan. 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

Electricity Market Design and } 
Structures: Options Paper 1 Docket No. RMO1-12-000 
And Standard Market Design 1 

Comments of the 
Rhode Island and New Mexico Attorneys General and 

the Colorado Office of Consumer Counsel 

Sheldon Whitehouse, in his capacity as Attorney General of the State of Rhode Island; 

Patricia A. Madrid, in her capacity as Attorney General of the State of New Mexico; and Ken 

Salazar, the Attorney General of the State of Colorado, in his capacity as Attorney for the 

Colorado Office of Consumer Counsel jointly submit these Comments on the Options Paper and 

Standard Market Design in the above-captioned dockets. 

Introduction 

On March 15, 2002 the Federal Energy Regulatory Commission (“FERC” or “the 

Commission”) issued a staff paper entitled Federal Energy Regulatory Commission Working 

Paper on Standardized Transmission Service and Wzolesale Electric Market Design (the 

“Working Paper”). Based on the discussion in the opening paragraphs, the scope and objectives 

of the Working Paper can be summarized as follows: 

The Commission intends to reform all public utilities’ open access 
transmission tariffs to reflect a standard market design (‘‘ShBl”). In particular, 
FERC proposes to extend coverage of a new transmission tariff, Network 
Access Service, to vertically integrated utilities providing bundled retail 
service. The Working Paper proposes a set of principles and policy decisions 
on SMD which will guide the Commission in developing the revised tariff, 
and in preparing a notice of proposed rulemaking that will be issued this 
summer. 
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The objectives of the Paper are to “provide more choices.. .”(Working Paper, 
page 1) 

In presenting these comments the FERC staff claim that “there is wide consensus today 

about the need to update the pro forma tariff and the basic elements of wholesale electric market 

design.” (Working Paper, page 1) The staff even goes on to say that on some issues “there is 

clear consensus about what needs to be done,” without stating what that consensus is. (Working 

Paper, page 1) 

The Commission has requested comments on the Worlung Paper by April 10, 2002, but 

the parties submitting these comments could not complete their comments in that timeframe. 

However, on April 10, 2002, the FERC staff proceeded to issue a follow-on paper entitled 

“Options for Resolving Rate and Transition Issues in Standardized Transmission Service and 

Wholesale Electric Market Design,” otherwise known as the “Options Paper.” Since these two 

position papers are so integrally related, we have decided to file this set of comments on both 

documents simultaneously in an integrated fashion. This will facilitate FERC’s ability to 

understand our position on these critical issues that will affect the electric utility industry for a 

long time to come. This document provides comments prepared by the staff of the Tellus 

Institute on behalf of our offices. For convenience, the detailed comments below are grouped 

under the same headings as the major sections of the Working Paper. The Summary and 

Conclusions sections address many general concerns raised by both papers. 

We realize that many of the issues discussed in these papers have been discussed by 

FERC on many previous occasions. Unfortunately, we have not been able to comment on the 

previous incarnations of these ideas. However, in spite of the fact that FERC and FERC staff 

have discussed some of these issues for quite awhile, we find the ideas and proposals in the 
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Working Paper remarkably undeveloped and unclear, though the new Options Paper does help to 

clarify some of those proposals and options. In contrast, we strongly support the very lucid 

“Comments of the North Carolina Utilities Commission on the Standard Market Design and 

Structure Working Paper” that were filed in this docket on April 10, 2002. Our comments here 

are designed to further amplify and clarify some of those arguments, as well as to state our 

broader objections to several of the FERC staff proposals and options. Of course, we agree with 

many of the other concerns expressed in the filings of other parties who urged great caution 

before FERC should consider actually implementing any of these proposals, as will become clear 

in these comments. 

Summary 

First, FERC should not assume that there is any consensus at all to change the current 

structure of transmission service and of wholesale generation markets in any particular way, or, 

even, to change them at all. FERC may want to believe that there is such a consensus, but it is 

not true, as the North Carolina Commission has stated. No documentation has been presented at 

all supporting FERC’s claim that there are such significant problems with the current wholesale 

OATT transmission tariff that state regulation of bundled retail electric service should be torn 

asunder, with unknown impact on retail ratepayers. And if there are any problems with the 

current wholesale transmission tariffs, modest reforms may be most appropriate, but FERC staff 

do not even discuss this option. 

Second, it appears that many of FERC’s proposals in these two papers are unlawful, 

unless compliance is purely voluntary. For example, it appears that FERC’s proposal to require 

that all transmission service, including bundled retail transmission, be subject to the same FERC- 
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jurisdictional tariff is unlawful, or is, at best, on very shaky legal ground, as the recent US 

Supreme Court Decision of March 4, 2002 upholding Order No. 888 makes clear. In addition, 

such proposals as the requirement to create a centralized power market or trading hub, to use 

locational marginal pricing (“LhP”) for congestion management, and the requirement to force 

utilities to allow FERC to assign or allocate transmission rights to themselves even though these 

utilities own the transmission lines in question that are used to provide bundled retail service, 

appear to be outright unlawful. They appear to be unlawful, in part, because they clearly would 

extend FERC’s authority into areas affecting the generation-related services and charges that 

both wholesale and retail utility customers would be required to purchase and bear, or they 

implicitly involve a taking of property and a potential diminution of service quality that is 

regulated by the states, Some of these proposals also seem to be contrary to the Pike County 

doctrine, as well as contrary to other provisions of the Federal Power Act, which limits FERC’s 

authority to setting the rates for wholesale power sales, but not mandating the types nor the 

amounts of power that must be purchased by any customer or utility, at wholesale or retail. 

Generally, state public utility commissions have that authority and, as such, FERC is precluded 

from exercising such authority. 

Third, many of the ideas and proposals described in this Working Paper do not appear to 

reflect the arguments that many parties have made in other on-going FERC dockets on these very 

same issues, such as Docket No. ELO1-118-000. This is particularly true for SMD issues related 

to market power monitoring and mitigation. In this aspect, this Working Paper represents a step 

backwards in the sense that it encourages or forces parties to repeat arguments that they have 

made many times before, particularly with regard to the desirability and structure of deregulated 

wholesale generation markets, and how to monitor and mitigate market power. For example, the 
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staff still does not correctly enumerate the various mechanisms for being able to exercise market 

power, as the Northeast Consumer Advocates and we have pointed out repeatedly. If the 

mechanisms for exercising generation-related market power are still not clear to FERC staff, then 

their proposed remedies for market power can not be adequate. 

Fourth, the proposals dealing with the concept of Network Access Service were still 

extremely unclear in the Working Paper, These proposals were not clearly contrasted with 

current FERC and state regulations affecting the same transmission tariff issues in various parts 

of the country. Fortunately, the Options Paper does clarify some of FERC’s proposals regarding 

Network Access Service, though the concept of Transmission Rights (“TR”) is still so ill-defined 

that we do not believe that concept is useful as the basis for defining a product that could be 

tradable within a market, or for individuating one’s rights to utilize transmission capacity. 

Fifth, FERC staff still does not seem to appreciate the need for careful costhenefit 

analyses to be performed for each aspect of these major regulatory changes that they propose. 

They may believe that these proposals will enhance the economic efficiency of the US electric 

system, but more solid proof is required. We note the recent fiasco connected with the rushed 

three-month ICF analysis of the costs and benefits of overall RTO formation, and remind FERC 

that, this time, a much more careful analysis and open process should be implemented. Needless 

to say, the criticisms of almost all parties filing comments on that RTO report were 

overwhelming. Furthermore, a key principle that must be applied when performing any 

costhenefit studies is that least-cost planning and least variable cost dispatch, as could be 

achieved through alternative policy options such as establishing tight power pools around the 

country, provides the appropriate cost baseline from which to measure the costs and benefits of 
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RTOs and the proposed SMD. As we have said before, it is very difficult to understand, from an 

analytical perspective, how RTOs and the SMD will be able to enhance economic efficiency 

beyond what least-cost planning and least variable cost dispatch can achieve. 

Finally, the key issue as to how these new transmission service proposals will lead to just 

and reasonable transmission rates under the Federal Power Act is not discussed at all in these two 

papers. For example, the Working Paper does not even discuss whether prices for TRs derived 

from auctions or from secondary markets would automatically be “just and reasonable” in staff‘s 

view, if they were significantly higher than traditional embedded cost-based transmission rates 

(i.e., if they were above a “zone of reasonableness”). Similarly, if very substantial congestion 

costs were imposed on either wholesale or retail transmission customers as a result of a bid- 

based market system for generation as proposed, such that the total transmission rate was far 

above traditional cost-based transmission rates, would those rates be just and reasonable? Our 

general conclusion is that the proposed SMD is an illegal attempt to impose the consequences of 

various aspects of deregulated generation markets on states that have opted to continue 

traditional, bundled cost-of-service rate regulation at the retail level. In fact, the proposed SMD 

may also be an illegal intrusion by FERC into price setting for wholesale transmission. 

Again, given the suddenness with which these two very important policy papers were 

issued, and given the usual very short deadlines required for comments on these two papers, 

FERC seems to be trying to rush ahead without the requisite level of careful preparation when 

dealing with very complex issues such as these. As the North Carolina Commission correctly 

points out in their April 10, 2002 comments, FERC is “attempting to dramatically redesign the 

entire structure of the electric industry,” and this redesign “is being undertaken without regard to 
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the lack of evidentiary support for the proposed approach.. .and without regard to the absence of 

statutory authority supporting the imposition of such an approach on the retail customers of 

vertically-integrated utilities operating under traditional regulation.” (page 1 1) It would be 

much more reasonable for FERC to first provide evidence as to the nature and extent of the 

problems they perceive with the existing OATT under Order No. 888, and to provide a 

description of the legal basis for various policy options, prior to wading into the technical details 

of how those options should be implemented. Any legal and legitimate regulatory solutions to 

well-documented problems must flow seamlessly from an adequate description of those 

problems. 

A. The Need for a Single Transmission Tariff 

The generation and transmission systems in various parts of the country are somewhat 

different. In particular, in more scarcely populated regions, most of the load is concentrated in 

relatively large, widely separated load pockets, which are served directly by relatively few 

generation units and transmission lines. However, even in more densely populated regions, load 

pockets provide a significant problem for the efficient use of the transmission grid. Therefore, 

the development and use of a SMD may create problems and have impacts of differing 

magnitudes within different regions, which may outweigh any benefits due to the resolution of 

“seams” issues and other concerns raised in the Working Paper. 

With these points in mind we urge the Commission to take a more open-minded attitude, 

and to defer the decision to definitely create a SMD on a nation-wide basis until there is clear 

evidence that the benefits of a SMD would outweigh its costs. Again, the answer to this question 

can not be intuited; it needs careful study and analysis for every region of the country, just like 
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the issue of the costhenefit of RTOs more broadly. A careful costhenefit analysis of each major 

aspect of the proposed SMD and the Network Access Service is necessary. The baseline for any 

such costhenefit analysis should be the operation of the generation/transmission system on a 

least variable cost basis. With that baseline firmly established, then the impact of the 

components of the SMD can be compared to the current situation relative to system operations. 

In addition, the type of system planning issues raised in the Working Paper and the 

Options Paper also need to be addressed. Here a least-cost planning baseline should be 

established, and then FERC staff should attempt to compare how the current regulatory 

framework is likely to differ from strict least-cost planning, versus how the proposed SMD is 

likely to change these planning outcomes. By least-cost planning we mean the minimization of 

the present value of revenue requirements (computed on a cost-of-service basis) over the relevant 

long-term planning period. Note that least-cost planning also must include equitable 

consideration of demand-side management investments, which is something FERC has never 

done. 

At this point, we must question if FERC staff have made the case that the current set of 

transmission regulatory policies based on the OATT deriving from Order No. 888 is “broken,” 

and, therefore, needs fixing? What evidence does FERC staff point to for reaching its conclusion 

that the current transmission tariff “impede[s] a seamless national transmission grid and the 

development of broad, fully competitive electricity markets,” even if this issue were within 

FERC’s jurisdiction? (Working Paper, page 2 - Note the absence of the word “wholesale” from 

the above quote.) 
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One of the first problems that FERC staff mentions is that the current tariff still allows a 

vertically integrated utility to “favor” its own generation relative to the generation of other 

generation owners because it gets to determine available transmission capacity (“ATC”) and total 

transmission capacity (“TTC”) on its transmission lines. Of course, as the North Carolina 

Commission points out, this is what utilities are supposed to do under both state and federal law 

to serve their native load. But beyond that, FERC staff‘s claim is probably not true as applied to 

utilities’ retail sales functions. Most vertically integrated utilities buy and sell wholesale power 

with their neighbors when they can dispatch that power to serve their native load at a variable 

cost that is less than their next plant in the dispatch order. In such instances there is some sort of 

a split savings, win/win situation, that benefits both companies. That is how economic efficiency 

is currently enhanced under state and federal regulation. But even if vertically integrated utilities 

did not always avail themselves of the very cheapest power in their regions, that is a 

management prudence issue that the relevant state PUC would have the authority to review. 

FERC has no authority to dictate from whom, and when, any utility should buy power to serve 

retail load. 

Second, FERC staff mentions that as the dependence of utilities on the wholesale electric 

markets grows “there are substantial competitive consequences and higher costs to all retail 

customers if we do not apply consistent, non-discriminatory rules to all transmission customers.’’ 

(Working Paper, page 2 )  This may or may not be true, but FERC staff have certainly not 

documented whether it is true. It is just asserted. 

Third, FERC staff note that more transmission transactions “are being curtailed under 

transmission loading relief (TLR) mechanisms that rely on non-price allocation methods,” as if 
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that were a clear problem. (Working Paper, page 2) However, the more frequent occurrence of 

TLR curtailments does not indicate anything about the economic efficiency of the operation of 

the transmission grid. All it indicates is that more people are trying to schedule transmission 

flows than the physical constraints in the system allow. In order for FERC staff to make the case 

that any particular TLR curtailment reflects economic inefficiencies in system operations, they 

would have to show that the dispatch in the region was not consistent with least variable cost 

dispatch, subject to physical transmission constraints, at the time at issue. In addition, FERC 

staff would have to allow for reasonable levels of contingency capacity on the relevant 

transmission lines (such as CBM), consistent with NERC’s operational rules, so that regional 

reliability was not endangered. Thus, if they could show that the system dispatch was not 

reasonably consistent with a least-cost dispatch with proper application of NERC rules, then this 

would be evidence of a diminishment of economic efficiency. FERC staff‘s follow-on thought 

implying that the TLR-related problems are due to the fact that “congested transmission capacity 

is not being consistently allocated to the market participants who value transmission the most.” is 

a completely unproven hypothesis. 

Finally, FERC staff point to the fact that the existing tariff has flaws which “are allowing 

operational problems such as the “socialization” or “uplift” of congestion management prices 

across all customers in a region” which obscures price signals. This point also is irrelevant to 

whether or not there are operational problems. The presence of congestion does not indicate 

operational problems, and who pays for congestion costs is a rate design issue, which will always 

be contentious, whether at the wholesale or retail level. The socialization of uplift charges may 

be the best cost allocation if all parties pay these charges in approximate proportion to the degree 

to which they benefit from system redispatch. If not, an equitable allocation method is needed. 
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In fact, the presence of congestion may even be consistent with the utility system being operated 

in a least-cost manner, because it may not be economically efficient for the utility to invest in 

additional transmission to reduce congestion. Some congestion will always be present on 

electric grids. Nor is it clear that congestion cost pricing, even if it were legal for FERC to 

impose this approach on transmission used for bundled retail service, would be the most 

institutionally efficient means to incentivize least-cost planning for the joint 

transmissiodgeneration system. Most state PUCs require least-cost planning for these purposes 

anyway, and if they do not, that is a much more manageable reform that FERC and other 

regional bodies could encourage states to implement, without taking away any of their authority. 

Any regional transmission planning will always be contentious, and the process should be 

improved, but that fact has nothing to do with claimed inadequacies in the current OATT. Better 

congestion price signals will not help. Better least-cost planning, with regional cooperation with 

regard to facility siting, will help. 

In fact, we do not find that the current OATT has engendered significant problems for 

wholesale transactions within our states. Thus, we do not find that FERC staff has successfully 

made their case that the current problems with the OATT are so serious that the entire system of 

regulation for both wholesale and retail uses of the transmission grid need to be changed. In fact, 

we find the current OATT to be a fairly satisfactory and straight-forward way to price wholesale 

transmission services, especially since the current Network Service tariff under which wholesale 

power purchases to serve native load is priced is quite fair. 

The Working Paper uses the term transmission provider to refer to an independent entity 

required to perform a variety of functions currently performed by RTOs, ISOs, or vertically- 
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integrated utilities. Creation of such transmission providers where they do not currently exist 

will entail a major effort that may not be economically justified, especially in states where most 

utilities remain vertically integrated. Furthermore, there does not appear to be a legal basis for 

FERC to order establishment of an independent entity to operate the portion of the transmission 

system which is designed and operated for the benefit of the retail customers of the transmission 

system owner. As discussed below, the roles and powers assigned to these transmission 

providers could also create serious federalktate regulatory conflicts, even if it were legal for 

FERC to mandate their establishment. Thus, FERC should seriously reconsider whether it wants 

to initiate what are likely to be intense legal battles with many states over the issue of whether 

the Federal Power Act gives FERC the authority to regulate transmission provided for bundled 

retail customers, or even for other intrastate transactions that are unbundled. After all, section 

824(b)( 1) of the Federal Power Act prohibits FERC from exercising jurisdiction over “facilities 

for the transmission of electric energy consumed wholly by the transmitter,” by which we 

assume the word “consumed” is meant to stand for retail sales made by the transmitter in the 

same state. This provision would, then, preclude FERC jurisdiction over bundled retail 

transmission. 

In addition, there is another major problem with FERC’s proposed vision of an 

independent transmission provider. FERC intends that the independent transmission provider 

would “administer the imbalance energy markets that are to be part of the standard market 

design.” (Working Paper, page 5) Thus, FERC is not content with mandatory jurisdiction over 

retail as well as wholesale transmission pricing, but FERC intends to mandate deregulated 

generation markets for the “energy balancing function” of each utility. However, this proposal 

again seems to be aimed at a major overhaul to electric utility institutions which is intended to 
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fix a non-existent problem. We are not aware of vertically integrated utilities that have sufficient 

capacity reserves having significant problems in balancing energy flows between control areas. 

Vertically integrated utilities have traded power within their regions on a short-term basis for 

decades. And these trades have been generally at or near the variable costs of production. These 

traditional, cost-based trades between vertically integrated utilities have the strong advantage that 

they make it very difficult for market power to infect the price, even if, technically, they have 

recently been granted market-based ratemaking authority from FERC. 

However, once formal energy balancing spot markets of the type described by FERC in 

the Working Paper are established, the whole situation can change in quite dramatic ways, as the 

high prices in all four formal ISO-operated spot markets that have occurred periodically over the 

last three years have illustrated. If states want to participate in such wholesale energy markets, 

that is their right under the laws of each state, but such participation in deregulated wholesale 

electric markets should not, and can not, be required by FERC. The Pike County exception 

means that FERC can not dictate to utilities and states the quantities and sources of wholesale 

power that utilities must purchase for making retail sales. If the state or utility decides to 

purchase at the wholesale level, then, clearly, FERC has jurisdiction over the price. But FERC 

can not order utilities to buy from or, therefore, participate in deregulated wholesale energy 

balancing markets, unless each state PUC grants that permission, when required by or allowed by 

state law. Again, FERC has no authority to require that any specific type of wholesale power 

purchase be made by any utility in the US. 

As noted above, the Working Paper also reflects a clear bias regarding the way in which 

transmission system usage should be allocated among consumers. On page 2, the Working Paper 
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states that many transmission transactions are currently being curtailed based on “non-price 

allocation methods,” as if this is clearly problematic. Again, as noted above, the Working Paper 

proceeds to complain that “congested transmission capacity is not being consistently allocated to 

the market participants who value the transmission the most.” The point we want to make is that 

access to many essential services like medical care is also not allocated according to those who 

would pay the most, nor should it be. The staff then complains about cases where congestion 

costs are “socialized,” thereby obscuring “the potential for price signals to indicate where new 

generation, demand response or transmission is needed.” (Working Paper, page 2 )  In contrast, 

FERC should consider it an entirely open question as to the proper mix between allocating 

transmission system usage by non-price versus price considerations in an economy where 

electric service is an essential good for all members of the population. This is one of the many 

issues that the strict use of locational marginal cost pricing would raise, and is one reason why 

we have regulatory agencies that can incorporate important social policy goals into any industry 

pricing structure. Relying solely on market mechanisms can not perform this function.’ 

The bias of FERC staff towards the use of market-based price signals to enhance the 

economic efficiency of transmission grid operations is very clear on page 5 of the Working 

Paper, where the data from the table on page 4 is discussed. This data shows that New York has 

more congestion proportionately than does PJM. However, one can not assume, as FERC staff 

does, that this necessarily implies that the New York State grid is not well run. Nor does the 

’ Not only does FERC staff appear to be biased in favor of relying on LMP and other pricing mechanisms for the 
purpose of allocating transmission system usage, but they seem to merely assume that the use of single-price auction 
energy markets for the purpose of determining the LMP prices will lead to the most economically efficient 
outcomes. Unfortunately, this is not correct on technical grounds. The use of single-price auction generation 
markets distorts planning outcomes relative to strict, mathematical least-cost planning outcomes. This is because 
fixed and variable costs get conflated with each other in such markets. 
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presence of high congestion costs necessarily imply that there is any undue discrimination, nor 

any unjust and unreasonable pricing in New York State. Nor can one automatically assume, even 

if it is likely, that a proper least-cost planning study would demonstrate that new transmission 

lines would be cost-effective in New York State. What FERC staff does not seem to recognize 

in general, and this emerges clearly on page 5, is that the proper standard to which the efficacy of 

market-based mechanisms should be compared is a least-cost planning-based standard, as we 

have discussed above. If FERC is going to commit the US to a set of transmission/generation 

system policies that rely much more strongly on market-based mechanisms, they must show why 

such mechanisms would likely be better than statehegional least-cost planning efforts in arriving 

at least-cost system outcomes. This is the only reasonable standard. Proof of FERC staff‘s 

oversight in this regard is the fact that the term “least-cost planning” does not appear in this 

entire Working Paper, even on page 21 where long-term planning is discussed. What this 

omission implies about FERC’s proposed policies more broadly, is that FERC does not have a 

clear conception of the planning and system operating goals that it should be aiming to achieve. 

16 



B. General Principles for Standard Market Design 

The Working Paper states eleven principles which together are supposed to guide the 

development of a SMD. Principle 1 is, of course, completely appropriate, and quite positive. 

However, stating that all customers should be able to benefit from an efficient competitive 

wholesale electricity market even if the state in which they are located has not elected to adopt 

retail access, is quite different from saying that all utilities must participate in one. Similarly, 

principle 2 which states the hope that a SMD will reduce transaction costs relative to non- 

standard market designs ignores the other possibility; namely, that establishing FERC’s vision of 

a SMD will be far too expensive, for many other reasons. Principles 3 and 4 are quite reasonable; 

however, there are potential conflicts among the principles. For example, is fostering 

accommodation and the expansion of choices for buyers and sellers in energy markets as stated 

in principle 5 always desirable? To the extent it is desirable, is not the authority to decide these I 

issues vested in state public utilities commissions, and not in FERC, where retail sales are 

involved, even if a state has established retail access and unbundling? Forcing states and utilities 

to participate in certain generation-related markets including congestion markets does not 

facilitate “choice,” it becomes a requirement. Also, how is the complexity involved in 

implementing FERC’s vision of a SMD to be balanced against the need to have market rules that 

are fair, efficient, and understandable to all as required in principle 4? 
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Principle 7 makes a major assumption that the kind of price signals that reflect the time 

and locational value of electricity could facilitate short-term economic efficiency, which justifies 

requiring LMP markets. First of all, FERC’s regulatory policies should support long-term, not 

short-term, efficiency, and sometimes there are conflicts between the two. Long-term economic 

efficiency will not be greatly influenced by hour-by-hour price signals. Long-term economic 

efficiency will be best enhanced by a regional transmission planning and expansion process, as 

FERC also mentions. However, what FERC omits in principle 7 is that this must be a least-cost 

planning _ _  process, and a least-cost transmission planning process implies that the process must 

simultaneously include generation planning so that the iolnt costs of transmission and generation 

can be least-cost to consumers over the long run. Short-term transmission price signals will be of 

little use to accomplish this goal. This planning process can not be left to market mechanisms. 

Thus, principle 7 must be changed substantially to incorporate an appropriate long-run least-cost 

planning perspective. 
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Principle 8 is also unobjectionable, but the presence of price-responsive demand should 

not be assumed to significantly prevent market power. Given the relatively low value of the 

short-term price elasticity for electricity, price responsiveness in the short-term is always likely 

to be quite modest. Therefore, it will have a modest impact on mitigating market power. 

Principle 9 is also appropriate. Principle 10 is very important, because native load customers of 

all utilities, whether they have unbundled transmission from generation or not, need to have their 

current level of service quality maintained. The basic rule that should be incorporated into 

principle 10 is “do no harm.” However, this rule should also apply to the prices that current 

native load customers pay for transmission services, as well as to the quality of service. Any 

new transmission tariff adopted by FERC should not imply or allow for an increase in 

transmission costs for native load customers. A new transmission tariff should result in greater 

economic efficiency, as its main justification. If a new transmission tariff is more economically 

efficient than the existing OATT, then, if anything, it should allow for price reductions for all 

customers. However, there is a great danger that FERC’s new transmission service as proposed 

in this Working Paper will increase prices for some customers. If FERC does not believe that 

this is true, it must demonstrate this result through quantitative examples that apply to different 

regions of the country. If there is transmission capacity that is truly not needed to maintain 

system reliability for native load customers, then it certainly could be made available for use by 

others. 
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Again, one of the most fundamental problems with FERC’s presentation in the Working 

Paper is that to our knowledge, under the Federal Power Act, FERC has never had authority to 

decide what kinds of retail or wholesale purchases of electric power customers, or load-serving 

entities, should make. In light of this fact, it is quite strange that there is no discussion at all in 

these principles as to whether FERC has the legal authority to require utilities to participate in 

the types of generation-related markets proposed. Even if participation in these markets is 

voluntary on a state’s part, as it is in the Northeast, the eleven principles will need to be applied 

in a balanced and careful fashion, talung due note of the specific needs of each sub-region of the 

country. The key assumption made by all of the principles is that deregulated wholesale 

generation markets of some form or another should exist, and that they will yield more 

economically efficient outcomes. That is a key assumption that, again, must be demonstrated by 

FERC, and not just asserted, especially since FERC-approved market monitoring and mitigation 

rules have not been able to prevent substantial amounts of market power from being exercised in 

the past. 

(1) Congestion Cost Pricing 

This section focuses on principle 7, because the issue of how to charge for the impact on 

system costs of congestion is so potentially problematic, even in those states where retail access 

has been established. Principle 7 proposes the adoption of Locational Marginal Pricing (LMP) 

as a basic feature of the SMD. The central issue that arises in connection with the LMP 

proposal, as we discuss below, is that it is a market-based approach to pricing transmission, 

rather than a cost-based approach. It is also an approach that could lead to double charging for 

congestion costs, if the proposal is not crafted carefully. This could occur by customers being 

charged for congestion once through the prices they pay for transmission, and once through the 
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prices they pay for generation. In considering the impact that LMP might have, the following 

specific points need to be considered: 

0 As shown in the PJM and NY data provided in the Working Paper, 

transmission is only about 10 percent of generation and transmission costs 

which, in turn, are about 70 percent of an average customer’s bill. With a 

short-run price elasticity of demand of -0.2 (a figure suggested by the 

literature), a 1 percent increase in transmission costs should lead an average 

customer to reduce usage by about .014 percent. In the short run, then, even 

doubling transmission costs would only reduce usage by about 1.4 percent, 

not a significant impact. Thus, price signals due to LMP are not likely to have 

much influence on usage of the transmission system. 

LMP could create inappropriately high transmission prices at certain points, 

especially during times of peak demand when generation bids may be very 

high due to the exercise of market power. Yet, the actual cost of congestion 

might be much lower at those times. This outcome might appear to provide an 

incentive for the construction of generation at, or transmission to, those points. 

However, if such construction occurs and “solves the problem” (i.e., reduces 

LMP), the ability of generators or merchant transmission line owners to obtain 

revenues based on high LMP prices vanishes. Also, the high prices would be 

deceptive, and might stimulate construction of uneconomic new lines. At 

best, then, the price signals due to LMP can only provide clues as an input to 

the transmission planning process, because they do not provide direct 
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financial incentives in the form of actual cost recovery, nor do they accurately 

reflect real economic costs. In contrast, cost recovery for new transmission 

subject to cost-of-service regulation is unaffected by the variability of 

congestion costs. 

An LMP-based pricing scheme can draw attention to congestion, but can not 

“manage” it. Congestion will likely be present to almost the same degree with 

or without an LMP system, if a system for charging for congestion is 

economically efficient, due to the low price elasticity of demand relative to 

changes in transmission costs. In fact, relying on price bids and not true 

economic costs for pricing transmission usage will make for less economic 

efficiency. This is because the economically efficient outcome for managing 

congestion can be derived by assuming least variable cost dispatch and 

compliance with NERC system operationh-eliability rules for transmission 

capacity contingency allowances. An LMP-based system for charging for 

congestion can not do better than this, by definition of economic efficiency. 

In fact, it is doubtful that LMP can do as well, because LMP provides an after- 

the-fact price signal. Thus, the LMP-based approach will not actually 

determine how the transmission system will be operated hour-by-hour. Of 

course, the proper management of congestion also requires the development 

of DSR and energy conservation programs, as well as an effective and 

efficient planning process to site and construct needed generation and 

transmission facilities, as discussed above, on a least-cost basis. 
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The major problem, then, with LMP is that it is based on price bids for generation, and 

not on true costs. To the extent that price bids are above the variable costs of production, they 

will lead to a potentially economically inefficient dispatch of the generating units, especially if 

the bids cause the dispatch order to change from what it would have been under a least variable 

cost dispatch. Price bids above cost will also lead to incorrect price signals for transmission 

system planning purposes, and, therefore, will prevent least-cost planning outcomes. Price bids 

above costs will also lead to overcharges for transmission usage. So it is not clear that an LMP- 

based approach to pricing transmission can serve any useful function at all because it is a bid- 

based system, not a cost-based system. This would be true unless FERC limits the generation 

price bids to the actual direct variable production costs which they have so far refused to do to 

mitigate market power. 

The other danger with an LMP-based approach to pricing transmission is that the market 

clearing price within a congested area will be charged for all power transmitted into that area, 

even if much less power was generated by the unit which cleared the market within the area. For 

example, if the market clearing price within a load pocket was $100 per MWh because 10 MW 

of a peaker had to be run out of merit order given transmission constraints, then the $100 per 

MWh price should not apply to any more than 10 MW of power being transmitted into that load 

pocket at the time, even if 100 MW was being imported. This error would be made if the single 

price auction approach to determining market clearing prices for use by an LMP approach 

obscures the details of the real dispatch and the costs of the generating units which actually serve 

the load pocket. This would be one way in which congestion costs might be over-recovered. 

Clearly, in order to avoid the double recovery of congestion costs, which would contribute even 

more to economic inefficiency, the actual level of incremental variable costs caused by the out- 
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of-merit dispatch should only be charged once. Traditionally, load-serving entities within a load 

pocket would naturally be charged for congestion costs because they would have owned the 

necessary amount of generation capacity inside that load pocket to meet peak load when the 

transmission lines into the load pocket became congested. Thus, the load-serving entities would 

have had to pay the incremental dispatch costs for the out-of-merit dispatch, because those 

incremental costs would be the variable costs of their own power plants. This is similar to recent 

problems within the New England IS0  where NEPOOL has been charging all load serving 

entities for uplift charges (congestion costs), even when the load serving entity has been self- 

supplying its own power through bi-lateral contracts, which themselves include the costs of 

avoiding congestion. 

Even more fundamentally, FERC does not have the legal authority to impose a bid-based 

LMP scheme on any vertically integrated utility for the purpose of determining the price of 

transmission services charged to retail transmission customers. First of all, FERC would have to 

make sure each LMP price at the wholesale transmission level was just and reasonable under the 

FPA, something it has yet to do even in the PJM region where LMP pricing has existed for some 

time. However, since LMP prices are derived from generation unit costs; namely, the costs of 

redispatching the generation system in certain ways, and not from transmission system costs, 

LMP becomes a type of generation service. 

Not only does FERC have absolutely no legal authority to mandate that any utility 

purchase this type of generation redispatch service, even at the wholesale level, while it may 

have the authority to set the price if the service is purchased, it certainly does not have the legal 

authority to force providers of retail transmission services to also pay for these generation 
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services if they do not want to purchase them. After all, most vertically integrated utilities do not 

even need this type of generation service (redispatching other generation owners’ plants to 

minimize congestion) because they have already planned their own generation systems so that 

they own generation units in appropriate locations to reasonably minimize congestion through 

use of their own facilities. Certainly, FERC can not require vertically integrated utilities that 

have managed their congestion in the past by using their own power plants, to pay for the 

redispatch costs of other generating units, if they do not want to purchase that service as part of a 

least-cost plan for operating their system. This FERC staff proposal for LMP illustrates the 

complex type of jurisdictional problems that can arise if two different types of markets or 

services are intrinsically coupled together and priced together, such as transmission and 

generation. The concept may be aesthetically pleasing at some abstract level, but it may simply 

be unworkable and illegal. 

(2) Resource Neutrality 

Principle 6 states, in part, that market rules must not unduly bias the choice between 

demand and supply resources, or among choices of fuel consumed by generating units. In fact, 

there are good reasons to require more favorable treatment for demand-side resources, including 

Demand Side Response (DSR), in a fair planning process. These reasons include the avoidance 

of environmental emissions, the enhanced ability to respond to reliability problems, and possible 

reductions in market power. 

The savings to customers associated with DSR if a deregulated spot market has been 

created may be sufficient to justify higher payments to DSR providers than just avoided variable 

costs. If DSR lowers the market clearing price determined by a single price auction as in New 
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England, the savings to customers will be much more than the cost of the avoided supply. Thus, 

for example, in an hour where demand is 10,000 MW, the market clearing bid is $100 per MW 

for 50 MW, and the next highest bid is $95 per MW, 50 MW of demand reduction in a single 

price auction market produces savings of $100 x 10,000 - $95 x 9,950, or $54,750-not only the 

$5,000 that would be paid to the last 50 MW dispatched without DSR. Of course, the savings to 

ratepayers depends somewhat on the degree to which changes in revenues in the energy market 

affects bids and market clearing prices in the capacity market. 

Recent studies, such as Retail Load Participation in Competitive Wholesale Electric 

Markets by Hirst and Kirby, show that high prices are required to draw demand-side resources 

into the market, unless a minimum level of such resources is set by regulation. In light of these 

studies, the Commission should indicate that, as a matter of policy, it is appropriate to share the 

savings produced by DSR to some extent between the providers of DSR and the purchasers in 

electric spot markets who realize the savings, depending on the precise market structure adopted. 

However, state PUCs should have the final authority regarding resource planning. 

Finally, FERC should be aware that DSR can mask the exercise of market power as well 

as help in combating it. For example, in the illustration above, if both the $100 and $95 bids 

reflected market power, DSR could mask the market power in the second bid. Success in 

fostering DSR to reduce market prices should not be taken as evidence that market power still 

does not taint the reduced price. 

C. The New Transmission Service 

This section begins by trying to clarify the “machinery” required for the Working Paper’s 

proposed approach to transmission pricing via a new type of transmission service. Day-ahead 
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and real-time markets for energy, as well as regulation service, operating reserves, and 

transmission services, are required. These markets are complex, involving multi-part bids for 

energy. Issues related to the workability of these energy markets will be discussed in Section D. 

below. Here the focus is on the general structure of the transmission service which the 

machinery is supposed to support. 

The Working Paper introduces the concept of Network Access Service (NAS) under 

which &l transmission service would be obtained, including that for bundled retail service. (Of 

course, just the fact that bundled transmission service prices would change would require these 

rates to be unbundled at least for computational purposes.) Due to the acknowledged lack of 

detail in the Working Paper and the number of key issues left open there for future discussion, 

FERC staff filed the Options Paper a few weeks later. Based on both papers, the general features 

of the proposed NAS appear to be as follows: 

All parties seeking transmission services are considered NAS customers, and 

so pay an access fee or charge designed to fully recover the embedded costs of 

the transmission system. How that fee might be assessed is discussed in the 

Options Paper. Payment of the access fee would give the customer Access 

Rights. 

0 All NAS customers can schedule transmission between any source and sink of 

power. They can use a kind of network service between the source and sink, 

or they can request a flowgate service which precisely specifies the 

transmission facilities that would be used, and to what degree. All customers 

pay the losses associated with the transmission service specified. 

27 



Customers can achieve price certainty for transmission between specific 

sources and sinks by buying or holding Transmission Rights (TRs) for the 

service sought. These TRs could also be traded in a secondary market. In fact, 

the TRs must be made available to the secondary market if the initial owner 

does not need them. The ownership of TRs would preclude the need to pay 

congestion costs. How the initial distribution of those rights might be 

accomplished is also discussed in the Options Paper. FERC claims that their 

intent is to preserve the existing rights of the current users of the transmission 

system. 

Customers without the TRs covering transmission between a source and sink 

can still schedule transmission between those nodes if such transmission is 

physically possible, but will be liable for congestion charges. This contributes 

to uncertainty in pricing this transmission. These congestion charges would 

be paid to holders of TRs that were not fully utilized. The charges for each 

transmission path will be raised sufficiently to balance supply and demand for 

transmission service, if the initial demand for transmission capacity exceeds 

the transmission capacity, leading to the potential for congestion. This 

provision seems to imply a market-based system for allocating TRs, which 

will likely conflict with FERC’s stated intention to preserve the existing rights 

of current transmission system users. 

In order to comment fully on the NAS framework, a much more complete and detailed proposal 

for the framework would be required, in spite of the additional material provided in the Options 
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Paper. However, assuming that the preceding description is generally correct, a few comments 

can be made at this time: 

The existing transmission system has owners and traditional users. These 

owners should be the natural recipients of any TRs associated with the 

existing transmission system that are needed to serve their traditional native 

load customers on a reliable basis. Ample capacity benefit margins (CBMs) 

would need to be allowed for, since large power plants can go down on forced 

outages at any moment. There should be no auction or other mechanism of 

assignment of TRs that forces these owners to accept what functionally would 

be a buy-out of their transmission property rights, if the owners need to use 

these TRs to serve retail load. Where the owners are vertically-integrated 

utilities, FERC will need to work with state regulators to ensure that retail 

ratepayers’ interests related to utility use of TRs are preserved according to 

the “do no harm” principle enunciated above. Only unneeded TRs should be 

distributed to other users of the transmission grid taking adequate levels of 

capacity benefit margins into account. 

It is not at all clear that the concept of Transmission Rights itself is a workable 

concept on a “network” or “source-to-sink” basis. The critical problem is that 

loop flows, which are inevitable to a considerable extent, will inevitably make 

application of the concept very difficult. In addition, transmission system 

conditions change by the minute as power plants change their output, and as 

demand changes, even if the transmission lines themselves are not subject to 
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forced or maintenance outages. The changes in flows on any given 

transmission line necessarily create changes in the transmission capacity on 

every other line in its neighborhood. These loop flows serve to compound the 

problem of how to define an individual TR on a source-to-sink basis, because 

the uncertainties in how neighboring lines will be affected are so big, since 

this depends on which other power plants are operating. Thus, it is not clear 

that Transmission Rights on a source-to-sink basis could be specified 

precisely enough to be able to market such a property right or product, 

because the nature of the product will change in unpredictable ways at 

unpredictable times. Given these realities, creating a market for network 

transmission service will likely be far more complex than creating markets for 

kWh of energy or kW of generating capacity, which is difficult enough even 

when the definition of the product is crystal clear. Fortunately, creating such 

a market in transmission rights seems totally unnecessary given the benefits of 

the existing OATT. 

Even in the case of flowgate Transmission Rights, the capacity of any 

particular transmission facility will not be constant over time. This makes it 

very uncertain as to what total level of flowgate rights could be assigned to 

such a facility at any given time for the purpose of establishing TRs. 

Furthermore, even if a relatively fixed number of megawatts of flowgate TRs 

could be determined for a particular transmission line, transmitting power 

between two points would almost always require more than one line, and it 

may not be possible to be sufficiently precise about all the other individual 
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flowgate TRs need to accomplish even a single point-to-point transaction over 

the course of a year for the customer to know what set of flowgate TRs they 

would need to be purchased to accomplish their goal. 

The notion that raising the access charges sufficiently to always be able to 

balance demand and supply in the transmission market for TRs is highly 

suspect, if the resultant prices are to remain just and reasonable under the 

Federal Power Act. Given realistically low short-term price elasticities, as 

discussed above, the access charge may need to be raised to unjust and 

unreasonably high levels for this balancing to happen, thus imposing a huge 

burden on native load customers. Such an approach as proposed by FERC 

would certainly not be consistent with our proposed “do no harm” principle. If 

and when the transmission market does not balance when access charges are 

maintained at just and reasonable levels, there needs to be a transparent and 

equitable mechanism for deciding whose request for NAS takes priority. This 

will likely be the usual situation when a non-price allocation system will need 

to be used to determine transmission system usage. Those transmission 

owners that need the TRs to serve native load should get first priority, as they 

do today. In fact, FERC stated its intention to preserve existing transmission 

capacity owners’ rights, so this recommendation is completely compatible 

with FERC’s stated intentions. Thus, a price-based allocation system for 

transmission system usage is very likely to be incompatible with maintaining 

just and reasonable rates, and is especially likely to be incompatible with 

doing no harm to native load customers. 
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The Working Paper requires the creation of point-to-point and flowgate FTRs 

as both obligations and options. This is a secondary point. As pointed out, for 

example, in Dr. William Hogan’s recent paper Financial Transmission Right 

Formulations, this requirement goes beyond what is currently implemented by 

existing ISOs. However, one major consideration is that one of the important 

lessons thus far of the deregulation of electric generation is the law of 

unintended consequences: what actually happens may be dramatically 

different from what was intended or hoped for. The California and Enron 

debacles are examples of this law in action. Requiring the adoption of a 

complex and expanded market system of TRs for the entire US without any 

regional experience is an invitation for this law to operate again. 

Response to Options Paper Questions 

Here we provide FERC with input on the list of options for various transmission- 

related issues raised on pages 6 through 13. 

1. Who pays the access charge for deliveries within the transmission provider’s 
system? 

All transmission users should pay for their use of the system in proportion to their 

usage, as the current OATT provides. FERC has not yet justified the need for 

changing the current OATT to create an access charge and Transmission Right 

approach, as opposed to an after-the-fact system for allocating revenue requirement to 

users of network service. Therefore, an access charge approach should not be used. 

2. Should the access charge apply to exports and wheel throughs? 
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Users of the transmission system who export and wheel through should pay for 

transmission on the basis of a point-to-point tariff similar to the one in place today. 

If there is a basis for modifying the current point-to-point tariff in any particular 

region of the US, this should certainly be discussed in that region. Ideally, 

transmission tariffs should be equalized across neighboring regions to facilitate 

market entry, as long as significant cost-shifting for native load customers can be 

avoided. These issues will need to be resolved on a regional basis. A lower 

transmission charge for wheeling out or through could only be justified if the 

transaction clearly placed a lesser burden on the relevant transmission system than the 

typical use of that system for native load customers. However, this is not likely in 

most situations, again because of loop flows and benefits that the entire transmission 

system provides to each of its users. Transmission system usage is very difficult to 

disaggregate for the reasons cited above, and therefore almost all, if not all, users 

should pay for their usage on a system average basis, e.g. within a given month, as 

they currently do. 

3. Should the access charge be billed based on peak load or total usage? 

We support a continuation of the current practice of allocating revenue requirements 

based on monthly coincident peak usage. Again, an approach using access charges 

should not be adopted. 

4. How should the transition of transmission customers of existing wholesale 
contracts and bundled retail customers to the proposed revised pro forma tariff be 
handled? 
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The revised pro forma tariff should not be adopted as proposed. The existing OATT 

should be continued until such time as FERC can clearly demonstrate that the 

problems that they claim exist with the OATT exceed the potential problems with the 

new proposed pro forma tariff. This presents FERC with another difficult analytical 

task. In addition, whatever approach FERC ends up taking, the details of each type of 

tariff should be tailored to the situation and needs of each region of the country even 

though the basic design principles should be the same nationally. 

5. Should historical customers get the initial Transmission Rights? 

The approach to allocating transmission system usage by setting up marketable 

Transmission Rights should not be used. The operation of the transmission system 

should be left to the system operator of each ISO, RTO, or control area. That system 

operator should develop fair priorities for use of the transmission system based on the 

principle that native load customers receive the highest priority in order to prevent 

blackouts. The Transmission Rights approach should not be used because such a 

right inherently can not be defined sufficiently so as to adequately describe a 

marketable product. Thus, neither an initial auction, initial allocation, nor a secondary 

market are possible. If FERC staff believe that they know how to sufficiently 

individuate TRs from each other, they should issue another paper to describe this 

procedure as soon as possible. Otherwise, the TR approach should be abandoned. 

6. If existing customers are given the initial conversion rights, how should 
Transmission Rights be allocated? 

See the answer to question #5 above. If a TR approach is attempted, the transmission 

owners and customers holding existing transmission contracts should receive all the 
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TRs they require in order to adequately serve native load and to fulfill the rights that 

exist under current transmission contracts. This allocation of TRs will need to 

include, as noted above, sufficient TRs to satisfy all capacity benefit margin and 

NERC regional reliability requirements. In addition, a transition to a regional TR 

scheme may need to reflect the recent history of relevant issues within each region. 

D. Energy Market Design 

The Working Paper specifies a requirement for deregulated generation markets in which 

there are separate, bid-based auction markets for energy, regulation and operating reserves. 

Energy would have a day-ahead and real-time market. In the day-ahead market, multi-part bids 

(i.e., bids for start-up, no load and energy production) are required. The Working Paper specifies 

many features of these markets in detail. However, despite the length of the discussion, the 

treatment in this section, as in other parts of the Workmg Paper, is no more than a sketch. 

Despite the lack of detail, it is clear that a number of the aspects of the markets described are 

highly problematic. As background to the discussion below, we request that the Initial and Reply 

Comments of the New Mexico and Rhode Island Offices of Attorney General that were filed in 

FERC Docket No. ELO1-118-000 (dated January 4, 2002 and February 5 ,  2002) be incorporated 

into this docket by reference. The comments below expand on many similar points made in the 

above referenced comments: 

Both theory and the actual experience in the existing ISOs have shown that for 

energy markets to operate properly they must be linked to installed capacity 

markets. To first approximation, energy markets should exist for the recovery 

of variable production costs, and capacity markets should recover fixed 
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production costs. Unfortunately, the Working Paper does not even mention 

capacity markets, let alone discuss how they would be integrated with the 

required energy markets. However, the Options Paper does discuss capacity 

markets briefly. In the Working Paper, instead of being linked to an installed 

capacity market, capacity reserves are only treated as an “energy product” 

which responsible parties can either obtain directly, or pay for at a market- 

clearing price. In contrast, the installed costs of capacity reserves should be 

collected in capacity markets, though the operating costs of providing capacity 

reserves (namely operating reserves) could be linked to the energy market. If 

an energy market is competitive, and if it is structured as a single price 

auction, then even if all generators bid only their variable operating costs, 

most generations will collect a substantial margin above these costs. This 

margin should be credited to recovery of capacity-related and other fixed 

costs. A competitive capacity market would be one in which only those fixed 

costs required to produce a fair rate of return on equity above and beyond the 

margin collected in the energy market (and ancillary service markets) would 

be collected. This would imply that the prices for both energy and capacity 

were just and reasonable. (See the discussion in the New Mexico and Rhode 

Island AG comments in Docket No. ELO1-118-000, dated January 4,2002.) 

0 In the day-ahead energy market, the need to establish special options to handle 

bidding by resources, such as hydro or environmentally constrained thermal 

units, is correctly acknowledged. However, these special options are then 
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required to be available to all generators, absent a showing that the use of the 

options will lead to market power, which may not be a good idea. 

Again, it is not clear what source of legal authority FERC is depending on to 

require all states and utilities to participate in the kinds of generation-related 

balancing markets discussed in section D. of the Working Paper, since FERC 

can not dictate what power purchases a utility should make to serve its retail 

load. While FERC claims that participation in the required bid-based 

balancing market would be voluntary as a means of obtaining generation 

services, this claim may not be functionally realistic if the prescribed energy 

balancing markets become the mandated energy balancing mechanism. 

FERC must ensure that participation in both the day-ahead and the real-time 

generation markets are truly voluntary. This must also apply to a bid-based 

capacity market if one is established, as well as the demand response market. 

However, the existence of the proposed types of energy markets is not 

voluntary, which itself may present FERC with serious jurisdictional 

problems. Furthermore, participation in the bid-based energy balancing 

market for pricing transmission services via FERC’s proposed LMP pricing 

scheme is not voluntary, since FERC staff states on page 16 of the Working 

Paper that “nodal pricing must be used for both buyers and sellers in the day- 

ahead market.” However, if participation in the day-ahead market is truly 

intended to be voluntary, and no one (or very few generation owners) 

participates, then how will congestion costs be accurately calculated? 

Analytically, congestion costs can only be computed accurately if &l 
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generation units are bid into the day-ahead market (at variable costs), so this 

appears to be another serious internal inconsistency in the FERC proposed 

SMD. 

Only the second sentence of section D. claims to describe a problem with the 

current system for energy balancing, but the statement is so cryptic as to be 

incomprehensible. Again, it is FERC’s obligation to extensively describe and 

document the claimed problems with the current system of balancing 

procedures before offering solutions to an undocumented problem. 

When the need for both a day-ahead and real-time energy market is discussed, 

FERC makes further claims that must be documented such as “experience has 

shown that the combination of a day-ahead and real-time market enhances 

system reliability and efficiency compared to operating only a real-time 

market.” (Working Paper - page 12) 

The Working Paper does not consider the merits of continuing or developing a 

process for energy balancing and other ancillary services on a regulated cost- 

of-service basis, rather than on a bid-based market approach. This is a major 

issue that the FERC staff has continued to gloss over. Furthermore, whenever 

FERC uses the term “market” price or “bid-based’ price recently, it seems to 

restrict its vision to a single price auction market structure, which itself needs 

to be justified. This is especially true since single price auction markets 

introduce a degree of market inefficiency into any system, as discussed above. 

Requiring the provision of energy balancing and ancillary service functions on 
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a regulated cost-of-service basis may be much more attractive to many states 

and utilities, not the least because such an approach would eliminate the 

possibility of market power impacting the price of such services. Therefore, 

the prices would be just and reasonable. Such an alternative approach should 

be discussed at length by FERC, since this approach was very successful in 

several of the Northeastern power pools. This approach is still used internally 

by many large interstate utility holding companies. It provides a crucial cost 

baseline to which other schemes such as FERC’s proposed SMD should be 

compared. 

In general, the proposed SMD market rules enhance the likelihood that energy market 

bids will be above variable cost, rather than reduce this likelihood. This is an important issue 

because variable cost bids leading to variable cost-based dispatch is the mathematically known 

least-cost option for operating an electric generating system. Bidding rules that do not foster 

least-cost provision of electric service will not likely lead to just and reasonable rates as defined 

in and interpreted under the Federal Power Act, and they will not maximize economic efficiency. 

Nor do the project bidding rules support the basic reason why a market approach was adopted: 

to reduce costs and prices! We will return to this point in our general concluding comments. 

E. Other Changes to Improve the Efficiency of Markets under SMD 

This section of the Working Paper dramatically extends the role of RTOs beyond those 

functions included in Order No. 2000. The RTO would take charge of long-term planning for 

generation, transmission and DSR, decide what needs to be built, and issue RFPs for the 

construction of whatever it deems needed. Item 4 in this section describes the RTO’s additional 
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responsibilities. Quite remarkably, item 4 states that “the RTO would choose an ultimate 

solution.. .’, (Working Paper, page 21) Item 2 limits the role of vertically-integrated utilities in 

planning. However, the Working Paper says nothing about the procedures or standards that an 

RTO would apply to conduct planning studies. For example, it does not explore least-cost 

planning, or integrated resource planning. Nor does it explain who would finance or own 

facilities constructed in response to the RTO’s WS. Before handing such extensive, new 

responsibilities to the RTO, these issues need to be discussed with state governments, among 

other bodies. These proposals by FERC staff are all the more remarkable since the Federal 

Power Act does not give FERC any planning or siting authority over generation or transmission 

for either retail or wholesale load. Clearly, thus far, these powers have been reserved to the 

states. 

Regional electric system planning is, of course, essential if the generation and 

transmission system is to operate most reliably and efficiently over the long term. However, 

assigning a planning decision-making function to the RTOs raises numerous issues. In many 

states, regulated utilities still have a responsibility to engage in integrated resource planning and 

least-cost resource procurement. The implementation of planning decisions, such as generating 

plant and power line construction, usually requires state-level permits, and other permissions by 

agencies such as the state public utilities commission. In light of the current primacy of state 

responsibility for planning and resource acquisition, particularly where utilities remain vertically 

integrated, a joint state/regional/federal partnership approach in place of that sketched in the 

Paper would be more appropriate for the future. However, if it were appropriate, state PUCs 

would have to relinquish some of their authority over planning. In this regard, it is important to 

note that FERC has never gotten involved in generation planning in the past, so to do so would 
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be a real change in FERC’s responsibilities and expertise. Federal legislation may be required to 

even allow for this change. 

F. Market Monitoring and Mitigation 

The Working Paper discusses and presents a long list of principles, mitigation measures 

and monitoring activities related to market power. The discussion suggests that FERC staff have 

a real interest in, and commitment to, addressing market power. However, in two crucial 

aspects, the approach taken in the Paper is inappropriate and inadequate, as the New Mexico and 

Rhode Island Office of the Attorney General have already pointed out to FERC in extensive 

Initial Comments and Reply Comments filed in FERC Docket No. ELOl-118-000: 

The focus of the monitoring methods proposed by FERC staff is on the 

behavior of individual market participants, particularly economic or physical 

withholding. In addition, there needs to be a focus on the way the market 

behaves collectively, namely on “strategic bidding”. Thus, FERC staff‘s 

definitions of economic and physical withholding are still too narrow - these 

definitions do not seem to have benefited from the comments of various 

parties in Docket No. ELO1-118-000. In particular, there needs to be attention 

to the extent to which the prices in energy markets deviate from those that 

would be produced by a market in which bids reflected the short-run variable 

costs of production subject only to physical operational constraints. 

0 The principles proposed include the explicit acceptance of bidding based on 

“opportunity” costs. Yet, no attempt was made to reconcile this “principle” 
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with both the need to ensure the economically efficient operation of the 

generation system, and with the bidding rules for a competitive capacity 

market. Nor was there any consideration of the effect that the acceptance of 

such opportunity cost bidding might have on attempts to analyze the behavior 

of market participants for market power. What constitutes a “real opportunity 

cost” is often hard to determine. It could become more difficult over time as 

those interested in exercising market power become more skilled in creating 

the appearance of such opportunities to cover the exercise of market power. 

But more fundamentally “opportunity cost”-based bidding might not be so 

problematic if the bids were, in fact, based on costs. But what FERC staff 

really mean here is that bids will be allowed which are based on opportunity 

“prices” not costs. But, if market power drives up prices in a neighboring 

system, there is no reason for FERC to allow that unlawful price to set the 

market clearing price in the energy market of the region under consideration. 

Similarly, allowing opportunity costs to determine bids for energy-limited 

resources would not be as problematic if all other bids were equal to, or close 

to, variable costs. However, if market power leads to bid prices well above 

variable costs, then the potential legitimacy of allowing opportunity cost- 

based bids which are really based on prices not costs is damaged. 

The concept of “true scarcity” included in Principle 6 should be 

removed, since it is completely undefined. We suspect this term is simply 

being used as a cover-up for the exercise of market power. With competitive 

energy and capacity markets operative, energy bids never need to be made at 
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above variable production costs in order for a fair rate of return to be 

generated. 

While cost-of-service based prices are appropriate for hours when a 

transmission constrained region becomes a strict load pocket, competition 

may still be very limited even when there is no single generating unit within 

the load pocket that is a must-run unit in other hours. Thus, the exercise of 

market power can be very substantial in a load pocket, even when some 

degree of competition is possible. Thus, price caps can not simply be lifted 

from load pockets as soon as demand within the load pocket falls sufficiently 

that no single owner’s generating unit within the load pocket would be a must- 

run unit. 

G. Long-Term Generation Adequacy 

The Working Paper acknowledges that, in a market environment, the adequacy of 

generation capacity to ensure system reliability should be a continuing concern. However, 

beyond an expression of hope that enough new capacity will be built, there is little said in this 

section of the Working Paper. Fortunately, this issue received additional attention in the 

Options Paper. A SMD could address adequacy through the inclusion of a capacity market based 

on a required reserve margin that both requires that rights to physical generation resources be 

obtained by load-serving entities, and ensures that reasonable payments are made to those who 

make the required commitment to provide such resources. Thus, we support Option 2 in the 

Options Paper; namely, that a long-term installed capacity reserve margin be imposed on each 
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load serving entity in a region to ensure that the wholesale power commitment of formal 

wholesale markets are met on a reliable basis. 

However, again, there appears to be an important jurisdictional issue here, as for other 

generation-related issues. Currently, each NERC region handles system reliability issues 

somewhat differently on a voluntary basis, though the approach that NERC takes seems to work 

very well, on the whole. In addition, it has traditionally been the authority of each state PUC to 

ensure that the retail utilities under their jurisdiction have sufficient installed generation capacity 

to maintain adequate system reliability. FERC has not yet been given this authority by Congress. 

Thus, unless states and utilities voluntarily participate in a FERC-jurisdictional installed capacity 

market, FERC does not have the authority to mandate utility participation in such a market. This 

issue was also discussed above with respect to the RTOs’ general responsibility for system 

planning under the proposed SMD. 

H. State Participation in RTO Operations 

As explained in the Working Paper, the SMD includes a currently unspecified “joint role” 

for state regulators, as well as an advisory role for other parties participating in RTOs. While it 

is important that the potential state role is recognized in the Working Paper, the way it is 

addressed is entirely inadequate. Unless the Congress gives FERC the authority to site electric 

generation and transmission facilities, the development of generation and transmission networks 

will require FERC, or institutions such as RTOs to which it delegates responsibility, to work in 

partnership with relevant state regulatory agencies which have the primary jurisdiction for siting. 

The effective regulation of vertically-integrated utilities within a market environment at the 

wholesale level will also require a joint partnership to ensure just and reasonable wholesale 
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generation rates. The “joint and advisory roles” of the states need to be much better defined with 

the current legal limitations to FERC’s jurisdiction in mind. 

I. System Security 

System security is a key issue. The extent to which responsibility for security is proposed 

to be centralized in an RTO, an institution which in many areas of the country does not exist as 

yet, is troubling. There are, for example, well-known abuses, such as investment “gold plating,” 

which a utility might easily be enticed into by direction from an RTO, where the RTO would 

have no direct responsibility to those paying inflated utility charges. Some regulatory agency 

such as FERC must routinely perform prudence reviews of all RTO mandated charges prior to 

the recovery of such charges in wholesale transmission or generation rates. 

J. Transitional Considerations 

The Working Paper anticipates that initial activities related to the implementation of the 

SMD will include the implementation of physical trading hubs for which hourly locational 

marginal costs (really “prices”) will be computed, and between which transmission service can 

be scheduled. As the Working Paper notes, this requires “institutional changes and software 

development.” Here it is useful to recall that, in the Economic Assessment of RTO Policy, 

prepared recently for FERC by ICF, the cost of RTO start-up was put at only $1 billion to $6 

billion nationwide. As regulators in the New England, New York, and PJM ISOs know, once 

start-up is complete, a major new bureaucracy is in place. A key issue is how fast this multi- 

billion dollar start-up, and the associated development of the RTO bureaucracy, can and will 

occur. Will there be time for the careful consideration of foundational efforts, particularly in 

areas that have not had the decades of experience that New England, New York, and PJM did in 
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operating “tight” regional power pools? The proposed 60-day schedule to revise tariffs included 

in the Working Paper suggests that FERC is far too optimistic about the time that will be 

required for a realistic transitional period if they actually attempt to implement their SMD. 

Furthermore, how much additional cost and regulation will be required for these new “physical 

trading hubs” that are proposed? FERC staff do not present the results of any new analysis that 

they may have performed to indicate what the magnitude of these new costs and regulatory 

procedures may be. 

General Concerns with the Working and Options Papers 

The specific comments presented above point to the most general problem that we have 

with the types of generation and transmission markets discussed in the Working and Options 

Papers; namely, the proposed departure from the efficient tight power pool model in which there 

is an obligation to have sufficient physical reserves, and an assurance of least-cost dispatch based 

on variable costs subject only to physical constraints. While it may be difficult to see in the 

welter of detail, the Working Paper ignores this model completely, since it imposes bid-based 

energy (and, perhaps capacity) markets on all utilities, and on retail as well as wholesale 

customers. Again, we do not believe that FERC really means it when they say that participation 

in all the proposed generation markets will be voluntary. This disbelief stems from the fact that 

the proposed markets would not work properly if a sufficient number of utilities and other 

generation owners did not participate in each region. FERC’s apparent departure from the more 

traditional tight power pool model, as a possible alternative to their SMD, means that, in 

principle, their proposed SMD will not provide electricity as reliably as possible, nor at the least 

reasonable cost. Developing deregulated markets of the sort that FERC is now proposing is not 

what was anticipated nor required under the Federal Power Act. The main legal question, that 
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bears repeating over and over again, is whether generation and transmission prices that are not 

reasonably as low as possible can be found to be just and reasonable. 

There is a very simple way for FERC to show whether it has even a minimal concern 

about the extent to which prices in the electricity markets required for the proposed SMD may 

raise costs to consumers if it is implemented. FERC could simply include a requirement in the 

SMD that RTOs require every bidder to submit, in confidence, its actual variable and fixed costs 

of production, and that the Market Monitoring Units required for each RTO compute all relevant 

Lerner Indices using these costs. Such indices provide a standard measure of the difference 

between the least-cost provision of power, and what might actually be achieved in the RTO’s 

energy and capacity markets. FERC’s failure to include this requirement in the final proposed 

SMD would send a very simple and clear message: FERC is basically unconcerned about the 

extent to which the transmission and generation markets created by the SMD minimize costs, 

and lead to just and reasonable wholesale, and, therefore, retail prices. 

Conclusion 

We oppose the proposal of FERC staff that a SMD be established and required for all 

retail, as well as wholesale, transmitters of electricity. This should be a decision left up to the 

states, as we believe federal law dictates. This is especially true for the role that new generation- 

related market structures should play as providers of electricity for each utility. Furthermore, we 

strongly request that FERC document its claims that there are such significant problems with the 

current OATT, which it only recently implemented, such that the electric industry, and electric 

transmission generally, needs to be completely revamped yet again. Without the clear 

documentation of specific problems, we find that the current OATT is quite satisfactory in its 
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general structure, and does not need to be changed as long as congestion costs are fairly charged 

to each set of native load customers. However, market clearing “prices” should not be 

substituted for congestion “costs” as a fair means of pricing congestion. 

Finally, given the many challenging jurisdictional issues that the Working Paper and the 

Option Paper raise, FERC should attempt to resolve those legal issues first with state policy 

makers prior to requiring the restructuring of retail utility service. 

Respectfully Submitted, 

SHELDON WHITEHOUSE, 
IN €€IS CAPACITY AS ATTORNEY 
GENERAL OF RHODE ISLAND 

RHODE ISLAND DIVISION OF 
PUBLIC UTILITIES AND CARRERS 

By their Attorney, 

Paul Roberti 
Assistant Attorney General 
Chief, Regulatory Unit 
Rhode Island Department of Attorney General 
150 South Main Street 
Providence, RI 02903 
Phone: (401) 274-4400 
Fax: (401) 222-3016 

PATRICIA A. MADRID, IN HER 
CAPACITY AS ATTORNEY 
GENERAL OF NEW MEXICO 

By her Attorney, 

Jeff Taylor 
Assistant Attorney General 
PO Drawer 1508 
Santa Fe, NM 87504 
Phone: (505) 827-7484 
Fax: (505) 827-4098 
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I hereby certify that I have this day filed the foregoing documents at the Federal Energy 

Regulatory Commission by electronic filing and served a copy upon each person designated on 

the official service list compiled by the Secretary in this proceeding. 

I further certify that the paper copies mailed to the parties on the official service list 

contain the same information as contained in the electronic media filing, that I know the contents 

of the electronic media and the paper copies and that the contents as stated in the copies and on 

the electronic media are true to the best of my knowledge and belief. 

Dated at Providence, RI, this 3rd day of May, 2002. 

Paul Roberti 
Assistant Attorney General 
Chief, Regulatory Unit 
Rhode Island Department of Attorney General 
150 South Main Street 
Providence, RI 02903 
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January 4,2002 

Hon. David P. Boergers 
Secretary 
Federal Energy Regulatory Commission 
888 First Street, N.E. 
Washington, DC 20426 

Re: AEP Power Marketing, Inc., AEP Service Corp., CSW Power Marketing, Inc., CSW 
Energy Services, Inc., and Central and South West Services, Inc., Docket Nos. 

(Not Consolidated) 
ER96-2495-015, ER97-4143-003, ER97-1238-010, ER98-2075-009, ER98-542-005 

Entergy Services, Inc., Docket No. ER91-569-009 

Southern Company Energy Marketing L.P., Docket No. ER97-4166-008 

Investipation of Terms and Conditions of Public Utility Market-Based Rate 
Authorizations, Docket No. ELO1-118-000 

Dear Secretary Boergers: 

Attached for filing via the FERC’s Electronic Filing Program is an electronic file containing this 
transmittal letter, the “Comments of the New Mexico and Rhode Island Offices of Attorney 
General and the Rhode Island Division of Public Utilities and Carriers,” and the “Certificate of 
Service” for the same in the above-referenced proceedings. 

Thank you for your assistance. 

Sincerely, 

/SI 

Deborah R. Tope 
Paralegal 
New Mexico Attorney General’s Office 

cc: Service List 

Enclosures 



UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

Investigation of Terms and Conditions ) 
Of Public Utility Market-Based Rate ) Docket No. EL01-118-000 
Authorizations 

) 
Docket Nos. ER96-2495-015, et al. 
) 

AEP Power Marketing, Inc., et al. 

Entergy Services, Inc. 

Southern Company Energy Marketing, L.P. ) Docket No. ER97-4166-000 

Docket No. ER91-569-000 

COMMENTS OF THE 
NEW MEXICO AND RHODE ISLAND OFFICES OF ATTORNEY GENERAL 

AND THE RHODE ISLAND DIVISION OF PUBLIC UTILITIES AND CARRIERS 

Patricia A. Madrid, in her capacity as Attorney General of the State of New Mexico 

(“New Mexico”); Sheldon Whitehouse, in his capacity as Attorney General of the State of Rhode 

Island and the Rhode Island Division of Public Utilities and Carriers (collectively, “Rhode 

Island”)’; jointly submit this filing pursuant to the Commission’s authorization for filing 

comments in response to its Order Establishing Refund Effective Date and Proposing to Revise 

Market-Based Rate Tariffs and Authorizations in Docket No. ELO1-118-000, and in response to 

the Commission’s concurrent Order on Triennial Market Power Updates and Announcing New, 

Interim Generation Market Power Screen and Mitigation Policy in several Dockets, including 

ER96-2495-015, both issued on November 20,2001. 

’ Rhode Island filed a Motion to Intervene in Docket ELO1-118-000 on November 30,2001, and a Motion to 
Intervene out-of-time in the pending AEP and related proceedings on December 7,2001. New Mexico has filed its 
Motion to Intervene in Docket ELO1-118-000 simultaneously with the filing of these comments. 



1. SUMMARY OF THE ORDERS AS PERTAINS TO OUR COMMENTS 

In its Order Establishing Refund Effective Date and Proposing to Revise Market-Based 

Rate Tariffs and Authorizations (hereafter the ‘Tariffs Order’), the Federal Energy Regulatory 

Commission (hereafter ‘FERC’ or the ‘Commission’) recognizes and acts on its responsibility 

under Section 206 of the Federal Power Act to maintain just and reasonable prices in wholesale 

power markets. The Order states: “We have a responsibility under the FPA to monitor wholesale 

markets to ensure that jurisdictional rates in the markets remain within a zone of 

reasonableness.” (Tariffs Order, 5.) As a remedy to anticompetitive market behavior and the 

exercise of market power, the Order proposes that a seller’s market-based rate authority be 

conditioned upon the absence of market power and a prohibition against anti-competitive 

behavior, and be “subject to refunds or other remedies as may be appropriate to address any 

anticompetitive behavior or exercise of market power.” (Tariffs Order, 5.) 

In its Order on Triennial Market Power Updates and Announcing New, Interim 

Generation Market Power Screen and Mitigation Policy (hereafter the ‘Market Power Order’), 

the Commission replaces the hub-and-spoke methodology for market power screening on an 

interim basis with a Supply Margin Assessment (SMA) screen. The Commission had previously 

“looked to a benchmark for generation market power of whether a seller had a market share of 

20 percent or less in each of the markets.” (Market Power Order, 7.) Under the interim SMA 

screen, a threshold for generation market power concerns will be “whether at least some of the 

applicant’s capacity must be used to meet the market’s peak demand” or, in other words “if its 

capacity exceeds the market’s surplus of capacity above peak demand” (i.e., supply margin). 

Mitigation is achieved through the required offering of uncommitted capacity to the market at 

cost-based rates, and by splitting the savings between supplier and buyer “which was the 
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traditional cost-based ratemaking model.” (Market Power Order, 12.) To accomplish this, the 

Order requires the supplier to post projected hourly variable-cost data each day for all energy 

offered for spot market sales. For mitigating market share that exceeds the Supply Margin, the 

Order requires that potential supply interconnections will be evaluated as a competing network 

resource without having to formally designate a particular load or having to be selected as a 

designated network resource. In addition, a requirement that applicants post on their websites 

optimum locations for new generation facilities will “facilitate least cost integrated planning.” 

(Market Power Order, 14.) 

New Mexico and Rhode Island submit these comments to FERC in both of the above 

captioned sets of dockets. We hope that these dockets represent the beginning of a new attempt 

by FERC to ensure that all wholesale electricity markets within the US maintain just and 

reasonable rates under Section 206 of the Federal Power Act. It is very important, in our view, 

that FERC adopt consistent policies throughout the nation to accomplish this end. For example, 

we urge FERC to establish effective market monitoring and mitigation policies for &l types of 

wholesale power markets, whether they are ISO-run day-ahead spot markets with bilateral 

contract markets on the side as in New England, or just bilateral contract markets, as currently 

exist in the desert Southwest. To us, effective market monitoring and mitigation necessarily 

implies that wholesale electric rates should be, on average, no higher than cost-of-service based 

rates for the types of products involved would have been if these power markets had never been 

deregulated. If FERC does not rely on cost-based rates as a price ceiling, then how can 

deregulation ever be clearly demonstrated to have been of value to electric consumers? In fact, 

we believe that some of the very court precedents that FERC cites in its June 19,2001 Western 

Order are clear that cost-based wholesale rates provide the only reasonable basis for determining 

3 



the proper “zone of reasonableness” into which all actual wholesale prices must fall. In our 

opinion, one can not have a zone of reasonableness without knowing precisely what specific 

prices that zone centers on, and without knowing how big the zone of reasonableness can be. In 

general, prices below cost-based rates would clearly fall into a zone of reasonableness as long as 

they were not confiscatory relative to the legitimate interests of generation owners. However, it 

is not clear that there would be any valid rationale, given today’s electricity markets, for 

wholesale electric rates to be higher than cost-based rates. Clearly, if there is any such rationale, 

FERC will have to clearly describe such a rationale, which i t  has never done in previous orders. 

Thus, in submitting these comments we applaud the general objectives that FERC has 

cited in each of these two orders that we will discuss from November 20. Similarly, we agree 

with the language of the proposed tariff amendment from page 4 of the Tariffs Order, and we 

agree with the proposed Refund Effective Date. However, we still find that many of the specific 

issues related to market power addressed in these Orders are not addressed consistently, 

logically, and effectively. For example, we still do not find that FERC has defined the 

mechanisms for being able to sufficiently identify when market power has been exercised by 

generation owners, which marks a fundamental disappointment with these orders. This is 

because we do not believe that FERC has yet developed a coherent theory of how market power 

is exercised, and, therefore, how it can be cured. Thus, most of our comments below are 

provided with the intention of helping FERC understand what, in our view, must be the starting 

point for a better approach to both implementing that proposed tariff amendment, and to 

monitoring and mitigating market power for utilities like AEP, the Southern Company, and 

Entergy. Since the tariff language is so general, the real value of such an amendment comes 

almost solely from how the language is implemented in US wholesale power markets. If it turns 
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out, as some have already claimed, that the proper implementation of comprehensive market 

power monitoring and mitigation schemes is too “intrusive” into market operations, and will 

make the operation of the resulting markets too mechanical and over-determined for pro-market 

advocates, then it may be the case that it will prove to be far better to simply return to cost-of- 

service based ratemaking for wholesale electric markets, just as many states have continued with, 

and are returning to, traditional regulation at the retail level. Thus, if it turns out to be the case 

that our only choice is between wholesale electric markets that are permanently and inevitably 

riddled with market power, and traditional cost-of-service based regulation of wholesale market 

prices, which used to work quite well, then traditional regulation will be our only legal course of 

action under the Federal Power Act. 

2. A CONCEPTUAL FRAMEWORK FOR REVIEWING THE NOVEMBER 20,2001 
ORDERS 

a. We believe that in these orders, and in others preceding them, the Commission’s 
approach to its objectives fails in fundamental ways. The core of its failure is to avoid 
the critical question of exactly what constitutes just and reasonable rates. 

The immediate objective in these Orders is to define how market power can be exercised, 

and to set an interim mechanism in place that mitigates and prevents market power in certain 

wholesale markets. However, the ultimate objective is to “ensure” just and reasonable rates in all 

wholesale power markets, as is described in the text of the Orders. Unfortunately, these Orders 

proceed to formulate a market power test that is merely structural, without any behavioral 

performance parameters attached to it. Therefore, the Commission seems willing to accept on 

faith that electric power markets will produce just and reasonable rates as long as high-level 

structural screens are put into place. Thus, it is FERC’s lack of willingness to define in concrete 

terms what would define a just and reasonable rate, and its continued propensity to assume that 
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the market will deliver such rates with only limited structural screens in place, which is at the 

heart of our skepticism regarding the approach to actually achieving just and reasonable rates as 

proposed in these Orders. 

As noted above, the subject of these Orders is really much broader than simply how to 

define and control market power. The Orders rightfully frame the whole discussion of market 

power in the context of FERC’s obligation to ensure just and reasonable rates, but the proper 

conceptual, evidentiary, and quantitative connections between market power, market-based rates, 

zones of reasonableness, and just and reasonable rates are still missing. FERC still has not 

followed the necessary procedures that it described for itself on page 26 of its June 19 Western 

Order for when it adopts market-based rates. “The Commission must: (1) provide a clear and 

reasoned analysis of the need for market-based pricing to promote the statutory objectives of the 

FPA; (2) support its decision with substantial evidence; and (3) assure that the resultant market- 

based rate falls within a ‘zone of reasonableness’.” Thus, even if FERC believes that it has done 

#1 above, though we do not believe that it has, it certainly has never even attempted to do #2 or 

#3 for either the New Mexico region, for the New England markets, or for any US wholesale 

electric market. If FERC believes that they have carried out #2 and #3 above for these regions, 

we request that FERC list the specific Orders and page references which contain those analyses 

in its response to these comments. 

We propose to frame the detailed discussion responding to the two new November 20 

Orders that appears in Section 3 below through our responses to three basic questions. This will 

help provide what we believe is the proper theoretical framework for analyzing the two Orders: 

1. How far above cost of service can rates be before they become unjust and unreasonable, i.e., 
how should the zone of reasonableness be determined for either individual generating units, 
or for portfolios of units? 
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2.  Are market-based rates, in the absence of market power, always just and reasonable rates? 
Does perfectly competitive long-run marginal cost-based pricing in an electricity market 
result in just and reasonable rates even when the resulting prices are significantly higher than 
cost-of-service rates? 

3. How should FERC define the mechanisms for exercising market power and for controlling 
market power? A critical element of this discussion is how should market structure be taken 
into account when establishing methodologies to monitor and mitigate market power? What 
kind of market structure is most likely to lead to just and reasonable rates, if any can? (The 
interaction between capacity and energy markets is particularly important in this regard.) 

b. How far above cost of service can rates be before they become unjust and unreasonable? 

The Commission’s objective in these Orders, and its statutory mandate, is to “ensure” just 

and reasonable rates. However, the Commission has never defined such rates in relation to cost- 

based rates. Without a notion of what the result should look like, we believe that FERC cannot 

truly know if it is likely to reach its objective. 

One would presume that defining the objective before embarking on a project would not 

be an outlandish notion. Nonetheless, the Commission has repeatedly failed in this regard in the 

context of its discussion of market-based rates and market power mitigation. Prior to these two 

November 20 Orders, the best example may be the Order of June 19,2001, on market power 

mitigation in the Western States (hereafter the ‘Western Order’). In that Order, the Commission 

acknowledged that when authorizing market-based rates, i t  must still “assure that the resultant 

market-based rate falls within a ‘zone of reasonableness’, even if market power is completely 

ab~en t . ”~  Such ambiguous terminology, derived from a previous court finding, allowed FERC to 

speak of its obligation under Section 206 of the Federal Power Act without actually 

acknowledging in any concrete terms what that obligation would constitute. The Commission 

Order on Rehearing of Monitoring and Mitigation Plan for the California Wholesale Electric Markets, Establishing 
West-Wide Mitigation, and Establishing Settlement Conference, (June 19,2001), 26. 
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never referred to any other studies, analyses, or previous Orders that described and implemented 

a methodology for determining such a zone of reasonableness, except in reference to the court’s 

finding that the court could not “invalidate rate orders that fall within a ‘zone of reasonableness,’ 

where rates are neither ‘less than compensatory’ nor ‘exce~sive.’~ This language used by the 

Court certainly sounds like a result obtained by setting a fair ROE in the process of traditional 

cost-of-service ratemaking. 

FERC needs to understand that using traditional cost-of-service methodologies for setting 

rates helps to illustrate how small a zone of reasonableness might be, at least if it were to move 

upward from traditional cost-based rates. For example, a five percentage point spread in the 

return on equity (ROE) allowed to a generation owner, from 10-15 percent per year, might only 

change the underlying cost-based rates by 2 percent. This implies that even if FERC wanted to 

allow market-based rates to compensate generation owners at a very generous level of a 15 

percent ROE, it could only allow market-based rates to average 2 percent above a more 

traditional ROE based cost-of-service level. This is a rigorous standard, and FERC has certainly 

not provided the public with any numerical analyses of which we are aware to show that 

deregulated wholesale market-based rates in the southwest or New England have routinely 

averaged within 2 percent (or any similar number) of what traditional cost-based rates would 

have been. 

One related question, then, that was left unanswered in its June 19, 2001 Order, and that 

remains unanswered, is how high can rates be, above a level that is merely compensatory to 

generation owners, before they become “excessive”? The Commission did not emphasize the 

See footnote 52 in the June 19 Order: Farmers Union Central Exchange, Inc. v. FJZRC, 734 F.2d 1486 (D.C. Cir. 
1984), cert. denied sub nom. Williams Pipe Line Company v. Farmers Union Central Exchange, Inc., 469 U.S. 1034 
(1984) 
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fact that the Court concluded in the same case noted above that “without empirical proof that 

competition will ensure that actual prices are just and reasonable, a regulatory scheme may not 

rely on prices established through bilateral negotiations or other market-based means as 

satisfying its [FERC’s] statutory obligations.” (Emphasis added.)4 If FERC does not agree with 

the reasoning behind our example above, it should state why not, and should also state what 

methodology FERC will rely on to determine a zone of reasonableness. This language of the 

Court would also appear to require FERC to directly monitor and mitigate prices in the long-term 

bilateral markets, which it has refused to do. 

Providing such proof that competitive electricity markets will ensure just and reasonable 

rates would require the Commission to do two things. First, it would have to actually define just 

and reasonable rates to know when they were achieved. Secondly, it would then have to analyze 

different market structures, both empirical data from existing markets as well as the predicted 

outcomes of alternative market structures, and determine whether the rates generated by these 

market structures meet the requirements of what constitutes just and reasonable rates by the 

Commission’s own definition. Unfortunately, the Commission chose not to produce such proof 

in its Western Order, and it has not stated how this would be done now for the entire US in order 

to implement the Tariffs Order language. Instead, the Western Order only cited court decisions in 

defense of FERC’s decision to implement price caps as market power mitigation, noting that the 

Commission “has never bound itself to a rule requiring either rigid regulation or textbook 

markets.” The conclusion was that “nothing requires the Commission to revert to a cost-of- 

service ratemaking approach whenever it finds flaws in the market structure.” (Western Order, 

26) This was the Commission’s conclusion even though actual cost of service is the only 

reasonable default for determining the upper limit for whether competitive market prices are just 

Op. cit. 2 .  4 
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and reasonable. The obvious implication was that, on June 19, FERC was willing to accept less 

than competitive “textbook markets” as long as prices did not exceed a certain capped level 

regardless of what the average embedded cost of production might be. Again, the Commission 

never defined in the June 19 Order how far above the average cost of service the mitigated rates 

could be before concern about excessive market power might legitimately arise. The 

Commission merely assumed that the price caps it set would lead to average rates being just and 

reasonable. 

Specifically, by setting a price cap for the Western markets that reflected a competitive 

energy market price set during a single hour, FERC appears to have assumed that doing so would 

lead to just and reasonable rates for all other hours of the year, in all affected wholesale markets. 

Yet, clearly, that is a huge leap of faith. Thus, even if there was no remaining market power in 

that single hour, every other hour might have been impacted by large amounts of market power. 

For example, a $92 per MWH price cap as derived from incremental variable costs in a Stage 1 

deficiency hour, would clearly not constitute a just and reasonable rate in hours in which a 

competitive energy market price based on the same measure of incremental variable cost was 

only $30 per MWH. And all prices between the two would also not be just and reasonable, 

based on similar logic. (Ignore other markets except the energy market for a moment.) 

We realize that the Commission’s reticence to define its objective in sufficient detail may 

be born out of apprehension of the consequences of doing so. Once the right question is asked, 

i.e., what truly is a just and reasonable price, the result may be that FERC has to defend 

deregulated wholesale markets from an impossible position in face of the fact that cost of service 

would be the only definitive test of competitive prices, and the actual basis for just and 

reasonable rates. As long as FERC does not ask the dreaded question, it does not have to face the 
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answer and defend its position with respect to certain (or all) wholesale market structures that 

may be incapable of producing just and reasonable rates. 

c. Does perfectly competitive long-run marginal cost pricing result in just and reasonable 
rates even when the resulting rates are substantially higher than cost-of-service rates? 

First, in the June 19 Western Order discussed above, the Commission defended its use of 

short-run marginal cost pricing as a useful point of reference in competitive markets. Yet, it 

remains ambiguous whether marginal cost pricing, particularly as represented by strict short-run 

marginal cost bidding into energy markets (variable cost pricing), is what FERC would consider 

to be the definitive test of competitive markets and, thus, the bidding strategy that would 

presumably lead to just and reasonable rates. Or would FERC stress the need to use long-run 

marginal costs (including fixed costs) to define a competitive market price, as would be more 

appropriate? Again, one of the mitigation methods imposed by the Commission in that Order 

was the imposition of variable-cost bids. Yet, if strict variable-cost bidding behavior is the test 

that FERC would look for in determining whether electricity markets are competitive, as 

opposed to using it only as a mitigation tool after much looser structural screens have identified 

market power by any number of market participants, one must ask whether strict short-run 

marginal cost pricing always (or ever) leads to just and reasonable rates. 

Second, what FERC seems never to have acknowledged is that it is entirely possible that in 

a given market, rates based on cost of service (i.e., the average embedded costs of the resource 

base) could be significantly lower than the competitive marginal cost, market-based rate in the 

same market. This could be true even if higher long-run marginal costs rather than short-run 

marginal costs were used as the basis for deriving the market-based rates. For example, a study 

prepared by Stone & Webster Management Consultants for the Colorado Electric Advisory Panel 
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in May 1999 found that, projected into the future, market rates based on full long-run marginal 

costs in Colorado (and most of the West) would be significantly higher than cost-of-service rates. 

This was true even though the market rates yielded a full 15 percent ROE to generation owners. 

The primary reason for this is the low average embedded cost of generation resources serving 

Colorado (and most of the West) today. Without a sudden and significant drop in long-run 

marginal costs (an unlikely occurrence), this condition would prevail for a long time - perhaps 

forever. In such an instance, would FERC insist that marginal-cost based rates were still just and 

reasonable because they resulted from a competitive market, even if they were substantially 

higher than cost-of-service based rates? Assuming that the Colorado study was correct, it 

appears that in the long run, market-based rates in the West will be inherently unjust and 

unreasonable for precisely this reason. 

d. How should FERC define and control market power? 

As we discuss the issue of controlling market power, we need to keep in mind that even 

when the Commission is confident that market power does not currently exist in any given 

market, there is no assurance that the market will produce just and reasonable rates. Just how far 

we are from such assurance depends on how we define market power, and how long-run 

marginal costs compare to cost-based rates. FERC now acknowledges that its traditional very 

loose approach to controlling market power that relied on structural screens, as opposed to 

behavioral parameters, and that set a threshold for market power concerns at very large market 

shares such as 20 percent, will yield no assurance at all that the market is producing rates that are 

just and reasonable. Conversely, a definition of market power that is more aggressive, and that 

leans more on behavioral parameters rather than broad structural conditions, is likely to give 

greater relative assurance that rates may approach just and reasonable levels. After all, market 
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power is a behavioral phenomenon; it is the outcome of certain complex behaviors that may be 

enhanced or suppressed depending on the details of the market structure and the market rules. 

We agree, then, with the Commission's conclusion in the current Orders that the hub- 

and-spoke methodology, and its market-share threshold for market power concerns, is not 

adequate. Similarly, the Commission's past reliance on the "I index was also never sufficiently 

justified, and had similar substantial flaws, since it was also a purely structural index. Thus, it is 

clear that new methodologies for detecting the potential for market power are needed, whether 

for merger applications, or for market-based rate applications. Aside from the need to 

incorporate transmission constraints into such market power screens, a more robust test of 

market power cannot simply rely on an arbitrary market share for any single market participant, 

which in the past had been 20 percent, or so. (The 1800 point "I level that FERC used as a 

screen was equivalent to equal market shares of about 5.5 firms, which was an 18 percent market 

share for each.) Unfortunately, in these new Orders of November 20, FERC only starts to 

address the flaws of the existing market monitoring methodologies that it has relied on in the past 

by introducing the Supply Margin Assessment (SMA) methodology. However, this change does 

not address the fundamental problem with FERC's past approaches, which is the exclusive use of 

structural screens to detect market power. Structural screens that look at relative market share are 

always arbitrary in nature, do not take market structure and rules into account, and are not based 

on any precise determination of how much and under what precise conditions market power is 

likely to exist. Unfortunately, the proposed SMA screen is also purely structural. 

We will describe in greater detail below where the major problem with FERC's new 

proposed approach lies, and what a better market power screen would look like, but the essence 

of such a screen would consist of behavioral thresholds for market power mitigation. It needs to 
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be understood that market power is a condition, or a consequence of the structure of the market, 

that allows certain behaviors to exist. A market participant who is in a position to manipulate the 

market price does not have to act on this ability and actually exercise his market power. 

Therefore, a purist’s perspective might be that the potential for exercising market power could be 

detected by structural screens, while only the actual exercise of market power should be targeted 

with behavioral remedies, such as imposing variable cost bidding. 

We believe that this would not be correct. One reason is that a simple structural screen 

will not be able to take into account all conditions which lead to market power, especially when 

it is set at an arbitrary level of market share, which is a problem that even the new SMA screen 

has not overcome. The “bottom line” for measuring market power impacts is to measure actual 

prices in comparison to what competitive prices would be. There is no way around the need to 

do this. Second, if the structural screen were set too low, it could target too many market 

participants who may, in fact, not have been able to exercise market power. Third, structural 

screens target all market participants that may be able to exercise market power, whether they 

can act on that ability or not. This last point may be a minor concern, but the solution for all is 

the same, which is the use of behavioral tests. If the Commission were to set a performance 

standard such as limiting energy market bids to a range that is close to the variable operating cost 

of each generating unit, all attempts to exercise market power would be able to be detected and 

mitigated simultaneously, without fail. 

The difference between a structural screen like the SMA, and a behavioral one, can be 

described as follows: A structural screen looks for the “usual suspects” and rounds them up to 

preempt a possible offense, with the hope that the remaining population behaves within the law. 

A behavioral screen goes farther and actually monitors the entire population continuously once 
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the market has been structured properly, thereby preventing any offense. This second approach, 

which is a solution to the failures of previous market power screens, may be simple and even 

obvious. Yet, we realize the “ideological” resistance that is present in some circles against 

accepting such methods that call for cost-based monitoring and mitigation tests. However, such 

resistance is unfortunate because it appears to derive from the ideological tendency to support 

“market autonomy” above all, rather than any implications of a particular market structure for 

the health of the markets, or for the reasonableness of the rates that would result. Or, this 

resistance may instead derive from a lack of consideration of how alternative market structures 

would help solve market power problems. 

e. A reasonable market structure is a critical element for ensuring the possibility of 
competitive markets, where separate capacity and energy markets are a key to success. 

Having recognized that behavioral screens based explicitly on price must be used to fully 

control market abuses, we must identify which types of tools are useful to accomplish 

comprehensive market monitoring and mitigation. The single most important element in 

detecting the exercise of market power is the ability to identify the true marginal cost of each 

market resource, including potential market entrants, at each moment in time. If the market 

monitors know the incremental fixed and variable costs of each existing or potential new power 

producer, market power mitigation becomes the relatively simple task of curtailing bids and 

prices to fairly closely match incremental costs, on average. For example, if the Commission had 

determined that resource bids into an energy market that were more than five percent above the 

variable operating cost of each generating unit were uncompetitive, then any bid that was placed 

above this level could be immediately adjusted downward. The market monitor, presumably the 

system operator, could keep daily logs of the marginal variable costs for each resource. When a 
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bid was placed that strayed from this cost baseline, the monitoring authority could replace the bid 

with a default variable cost-based bid. 

A similar procedure could be followed in an installed capacity market, and it would be 

relatively straightforward if the market were only operated once per year, based on the need for 

capacity to cover the annual peak load plus an adequate reserve margin. Here the focus would be 

on whether the ROE earned by the generation owner on that asset, or on its entire portfolio of 

generation assets was reasonable, once all sources of revenues for that unit were taken into 

account including all infra-marginal revenues recovered from the energy or ancillary services 

markets. (This could be done based on prior year revenues from those markets, or some other 

approach.) The benefit of this type of monitoring and mitigation scheme goes beyond its 

comprehensive nature and effectiveness to mitigate anti-competitive bids. The immediacy and 

inevitability of such mitigation would actually be such that any attempt at exercising potential 

market power would be preempted by the system operator, making the attempt at exercising 

market power relatively futile. In other words, market power monitoring and mitigation might 

become a single integrated function so that market prices would rarely have to be corrected, and 

so that refunds would almost never be required. In fact, refunds could be determined in the 

course of adjusting capacity prices in the installed capacity market, perhaps only once per year. 

However, while the type of scheme outlined above might work for formal spot markets, other 

types of monitoring and mitigation schemes would have to be developed for bilateral markets, 

especially non-spot bilateral markets. 

Note that FERC seems to always gloss over the need for ensuring that longer-term prices 

in bilateral markets are also just and reasonable under the Federal Power Act. It is certainly not 

obvious that long-term bilateral contract prices will always be disciplined to just and reasonable 
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levels based on the option that buyers could simply rely on future spot markets if they do not 

sign longer-term bilateral contracts, especially if formal spot markets do not exist as is currently 

the case in most of the US. In addition, spot market prices might temporarily be too high to be 

indicative of what average wholesale rates should be, especially if those markets are very thin, as 

they may be for new RTOs, especially if spot markets are really limited to being energy 

balancing markets. Finally, there is the possibility that spot market prices, even if competitive, 

might be above a zone of reasonableness with respect to cost-based rates, as discussed above. In 

that case, by definition, the establishment of spot markets can not possibly help bilateral contract 

prices be just and reasonable. These are difficult issues which FERC needs to address at much 

greater length than they have in the past when considering the need to monitor and mitigate 

bilateral contract markets. In fact, in its December 19, 2001 Order on the Western markets, 

FERC has gone the wrong way on this issue by confirming on rehearing its decision not to 

impose price caps on any other Western bilateral contract sub-market other than contracts for 24 

hours or less. (Order on Clarification and Rehearing, December 19, 2001, p. 151.) 

If the general approach to monitoring and mitigating spot markets that we presented 

above were workable, at least two conditions would have to be met. The requirement to report 

incremental fixed and variable costs would have to be imposed on all generating units and 

generation owners, and the reported incremental cost of each resource would have to be 

verifiable. Pure traders, as opposed to generators of power, could be required to be price takers in 

spot markets by bidding zero, as FERC has recently ordered in its new December 19,2001 Order 

on the Western markets, though this requires further thought. (See page 47.) Thus, the costs of 

purchase to traders would not have to be revealed if this approach were taken. Naturally, the 

market monitor would have to be vested with the authority to mitigate bids to a level reasonably 
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close to reported incremental cost. Perhaps a maximum increase of 5 percent in the energy 

market would be reasonable in order to get the price signals to be reasonably accurate, as long as 

the actual infra-marginal revenues were accounted for in setting reasonable limits for bids into 

the annual installed capacity market so that total wholesale prices would not be too high by 5 

percent . 

The first condition is necessary to apply to generators because, as discussed above, 

limiting the reporting requirement to those market participants that fail any particular structural 

screen may not detect all, or even most, actual market abuses. We must remember that the 

Commission has not offered any proof that only “pivotal” market participants as defined by the 

SMA screen can exercise economic or capacity withholding, or strategic bidding (which FERC 

ignored). The second requirement, verifiability, is obviously necessary because the market 

monitor needs to be able to confirm, with a fair amount of certainty, that reported costs are not 

inflated. Penalties for false reporting will probably be needed. In addition, we support FERC’s 

previous rulings that opportunity costs, scarcity rents, etc. will not be included in any definition 

of incremental costs used for the purposes of market monitoring or mitigation. This should also 

pertain to hydro-electric power, and similar zero incremental cost generation options. The reason 

for this is that the lowest-cost way for society to dispatch hydro that can be stored is to dispatch 

it in a manner to lower net peak demands and the high actual variable costs needed to meet those 

peak demands. If the bids into the energy market are limited to direct incremental costs, the 

opportunity costs for storage hydro become equal to future avoidable direct costs. But if the bids 

of hydro resources into an energy market are not restricted in this way, then the system operator 

should dispatch hydro based on when the operator computes that overall system prices can best 

be minimized. 
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In the November 20 Market Power Order, the Commission has also taken an important 

step toward incorporating incremental-cost reporting for a monitoring and mitigation scheme, 

though they have neglected the need to report annual fixed costs including the fixed carrying 

costs of capital investments, for use in monitoring and mitigating capacity markets. Another 

problem is that in the Market Power Order such reporting is only required of those who have 

failed a structural market power screen; namely, the Supply Margin Assessment. Another 

problem is that the Order does not acknowledge the need for having the reported incremental or 

annual costs be transparent and verifiable to FERC. We believe that such cost transparency can 

be accomplished fairly easily. In addition, the reporting requirement must also be applied to all 

generators selling into RTOs/ISOs as part of their market power monitoring and mitigation 

schemes. Of course, the reality of being able to keep up with the potential workload related to 

market power issues is that FERC might best just start over by revoking market-based 

ratemaking authority for all transactions not made in the context of an RTO/ISO, unless FERC 

puts into place some other set of institutional structures designed to allow for routine monitoring 

and mitigation of all the other types of power markets throughout the U S .  

f. The prime rationale for identifying the separate fixed and variable marginal costs of each 
market resource for an effective market monitoring and mitigation scheme in wholesale 
power markets is the separation of capacity and energy markets. 

As the discussion of market monitoring and mitigation above indicates, in the absence of 

an installed capacity market, resource bids into the energy market over the course of a year must, 

on average, reflect the equivalent of the full revenue requirement of the unit in order that the 

owner can make a reasonable profit on the investment. Thus, if there were only an energy 

market, it would be very difficult for FERC to be able to determine if such bids were truly 

competitive. FERC would be required to establish individual cost-of-service rates on an average 
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basis by forecasting a likely capacity factor for each generating unit. Of course, it is quite 

unrealistic for FERC or an RTO/ISO to be able to accurately forecast such an annual capacity 

factor prior to being able to determine if any given energy market bid for each generator is 

reasonable so that the fixed costs per operating hour in addition to variable operating costs are 

known. Yet, this is the only way in which the Commission or the RTO/ISO could know whether 

a particular bid were even approximately competitive or not, and that judgment would still 

depend on what the actual bids from the unit would be for the remainder of the year. (We assume 

that no one would bid the exact same price in each hour.) The fact that this would be a 

cumbersome and inaccurate process may have led the Commission to believe that it would be 

impractical as an effective means to control abuse of market power when it considered 

establishing price caps in the June 19 Western Order. The Commission argued on page 34 of that 

Order that the explicit recovery of fixed costs was not necessary. The Commission argued that 

“by using the marginal cost of the last unit dispatched to establish the market clearing price 

during periods of reserve deficiency, the Commission is permitting all more efficient generators 

a fair opportunity to recover capital costs.” The Commission also dismissed concerns of the 

generation owners that the last unit dispatched would not be able to recover any of its capital 

costs by stating that “the amounts earned on the more efficient plants will cover the investment 

in the marginal plant.” (Western Order, 34.) 

We believe that this argument of FERC’s is quite confused. But even if it were correct, 

the Commission has not shown that their argument is likely to be correct numerically, for any 

likely system of generators. Thus, here we support the concern of the generators that the 

Commission’s approach to setting price caps might under-collect fixed costs, including a fair 

return on investment. Of course, the recovery of fixed costs could easily go the other way too, 
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which the generators do not mention. Given the fact that the same price cap would apply in all 

hours of the year, bids that would fall below the price cap but which would be far above a 

competitive energy market clearing price in other hours of the year might lead to higher revenues 

being collected over the course of a year than required for full annual fixed cost recovery. 

Amazingly, in this Order FERC does not discuss alternative market structures that it 

could have established in California that would be much closer in form to the market structures 

that it had already established in the Northeast, namely a structure which includes an installed 

capacity market. This would have allowed FERC to solve the difficulty with the potential for 

over- or under-collection of fixed costs given the way FERC set price caps for the West. Of 

course, FERC could still do this since the conceptual and regulatory problem continues to this 

day. This same potential problem also applies to FERC’s approach to price mitigation if an 

applicant for market-based rates fails the SMA test. There FERC also relied strictly on variable 

costs, and did not propose a means for checking the adequacy of capital cost recovery. 

The big advantage, then, of the alternative market structure that we have suggested is that 

having a separate annual installed capacity market removes the final consideration of fixed-cost 

recovery out of the realm of the energy market. As long as a functional capacity market is in 

place, the Commission can be assured that a variable-cost bid in an energy market, or a bid that 

is reasonably close to the incremental variable cost of the generating unit, is both a competitive 

bid and a fair bid, since any additional fixed cost recovery required will be allowed in the 

installed capacity market. 

However, this alternative market structure that allows for such an effective check on 

potential market power abuses will certainly evoke the image of cost-based rate regulation in 

many people’s minds, and, to some, that may be sufficient reason enough to denounce it because 
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the “principle” of “market autonomy” is being challenged. While this market structure does 

allow both the energy and installed capacity market to set their own prices over various time 

periods, assuring some degree of continued market autonomy, the market prices would not be 

allowed to stray far from annual average cost-of-service based rates before mitigation would be 

imposed. However, if thresholds for market power concerns and mitigation are truly based on 

cost of service, it is difficult to argue against such methods. As discussed previously, how could 

one attest that average prices significantly above cost of service could result in just and 

reasonable rates? Note also that “market autonomy” would still exist on an hour-by-hour basis in 

the spot energy market. Prices in the energy market would still vary by time of day and season, 

thus giving power purchasers better price signals than existed in the past under bundled rates. 

Another alternative to the above approach to market mitigation for each individual generating 

unit, would be to allow bids into the annual installed capacity market that would only be capped 

for the generation owner’s entire portfolio of generation options, and not for a single generation 

unit. In fact, FERC has offered generation owners a somewhat similar portfolio-based approach 

. 

to wholesale rate regulation in recent orders, including the Western Order, if these owners do not 

believe that they will be able to successfully recover all their fixed costs on an annual basis given 

the manner in which FERC has developed price caps for the Western markets. (Western Order, 

24.) 

g. The only regulatory option that FERC has for monitoring and mitigating market-based 
rates is to use cost-of-service as the baseline. 

In its June 19 Western Order, the Commission found that a return to cost-of-service 

ratemaking in the Western markets would be unwarranted at that time. Although the possibility 

of fully dismantling market-based rates in the U.S. is not the subject of these comments, FERC’s 
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remarks on this topic in June are relevant to the issue of whether market power monitoring and 

the assurance of just and reasonable rates should be accomplished through cost-based restrictions 

on all bids and market prices during all hours, and for all types of spot markets and bilateral 

contracts. In the event that FERC might have some of the same objections as expressed in its 

Western Order to the suggestions made here in favor of cost-based market power monitoring and 

mitigation, we will address some of those possible arguments here. It is reasonable to give FERC 

a little longer to try to sort out these complex issues in order to actually achieve just and 

reasonable rates, as long as more rapid progress is forthcoming in the near future. We hope that 

the relative quiescence exhibited recently in electricity markets continues while FERC wrestles 

with these issues, but it may not. Furthermore, FERC must always remember that the existence 

of relatively low electricity market prices does not mean that market power is not being 

exercised on a daily basis. Thus, the current relatively low market prices should not be used as an 

excuse to ease up on one’s vigilance relative to market power issues. If certain generation owners 

can not make prices spike during times of peak demand, they might equally attempt to raise 

prices to a lesser extent in most other hours. 

In its June 19 Order, the Commission also suggested that the complexity of establishing 

the cost of service and an appropriate rate of return for each generator would be time consuming 

and “that would not provide price certainty to the market.” (Western Order, 24.) This is an odd 

statement since clearly the market never had “price” certainty. In the context of the approach to 

cost-based, full-time market power mitigation that we propose here, we argue that if market 

participants knew that FERC had set in place a strict market power mitigation system that was 

cost-based, there would be far less uncertainty about prices than under any other scheme, except 

to the extent that electricity market prices are determined by exogenous factors such as fuel 
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prices. However, uncertainty regarding fuel prices is always a problem regardless of market 

structure.’ What is very clear about a scheme like the one we have presented here is that the 

market would not suffer from uncertainty generated by a lack of clarity about how market power 

monitoring and mitigation would work. Moreover, the obvious remedy to any ambiguity about 

what competitive prices might be in each hour, where mitigation thresholds would be set, is the 

transparent separation of marginal costs into fixed and variable costs, between the capacity and 

energy market, respectively. Doing this would give all market participants a clear sense of what 

to expect in both the energy and capacity markets, helping to stabilize bids at competitive levels, 

and sending a much less ambiguous price signal to potential new market entrants than current 

energy markets do which yield very volatile prices precisely when new capacity is needed. Price 

signals in a well-run installed capacity market to new market entrants need not be inflated to 

induce market entry. They need to be accurate and transparent, as discussed further below. Of 

course, if FERC systematically creates annual installed capacity markets across the US as we 

suggest, then appropriate reserve margin requirements can also be set, and the installed capacity 

markets can be structured in a way to induce the needed amount of new market entry to meet the 

reserve requirements. If it turns out that market prices do need to be inflated above just and 

reasonable levels to induce new market entry even when reserve requirements are established, 

then it is clear that market mechanisms will not be defensible in the electricity industry at all. 

The Commission also remarked in the Western Order that cost-of-service rates penalize 

those generators who make an effort to improve the efficiency of their operations and denies 

them appropriate scarcity rents. (Western Order, 24.) Being outside the scope of these comments, 

Indeed, uncertainty in fuel markets introduces risk premiums and greater volatility into deregulated markets than 
under cost-of-service regulation. This can also ultimately result in higher average market-based rates than cost-of- 
service rates. 
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we will set aside the question of whether this statement is true, and if true, whether it is 

something that FERC should be concerned about. In the context of cost-based monitoring and 

mitigation of market-based rates we would argue that it is always in the interest of the generation 

owner to improve the efficiency of its production. This is true even though the generator’s 

“allowable” bid price would follow the variable cost of its production downward as efficiency 

improves. The reason is that for all generating units, except perhaps the ones with the highest 

variable cost and those that are dispatched the fewest number of hours each year, most of their 

annual revenue is generated when they are not the marginal unit (i.e., setting the market price). 

During those hours, generating units collect the infra-marginal revenues determined by the 

difference between the variable cost of the unit and the market price in any given hour. 

Increasing the efficiency of a unit increases the collection of these revenues, and the generation 

owner would therefore be given ample incentive to improve efficiency relative to the fixed cost 

recovery that the generator was allowed to collect in the annual installed capacity market when 

that payment was last set according to our proposal. This would be the same kind of “regulatory- 

lag” based incentive that currently exists to encourage efficiency improvements under traditional 

rate-regulation between rate cases. Therefore, setting market-monitoring thresholds based on a 

unit’s cost-of-service would neither hurt price certainty, transparency, nor efficiency. The 

contrary would be true. 

. 

Separate capacity markets, when combined with energy markets with cost-based 

monitoring thresholds, would also be “pro-competitive” because by allowing for the proper 

allocation of costs and revenues between product markets, they provide less ambiguous price 

points for new market entry. Conversely, for existing market participants, relying on energy 

markets alone for full cost recovery increases the risk of under-collecting fixed capacity costs. 
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Since this risk is clear to market participants, they are likely to ‘price-in’ the risk premium 

associated with such uncertainty. Therefore, not only does a cost-based market monitoring model 

reduce the effects of market power, it would reduce the risk premium that inevitably 

accompanies deregulated power markets where guaranteed fixed cost recovery has been 

abandoned. We conclude that an appropriate market structure, particularly one where annual 

installed capacity and energy markets work side-by-side in a complementary manner, will 

facilitate market power monitoring and mitigation and will improve the likelihood of competitive 

behavior at rates which do not have excessively high ROES built into them. Thus, such an 

approach would greatly increase the probability of achieving just and reasonable rates. 

h. Installed capacity markets and a required reserve margin are also critical for 
maintaining system reliability. 

One question that is bound to surface in response to our call for behavioral cost-based 

market monitoring and mitigation, is whether such a mechanism would not impede needed 

investment in generation resources. This was discussed briefly above. A traditional concern 

about market price mitigation is that with variable-cost screening of market bids, the inability of 

market participants to collect prices well in excess of short-run marginal cost might reduce 

investment due to the perceived inability to collect adequate total revenues. However, as we have 

discussed, this is not a reasonable concern provided that two conditions are met: A required 

reserve margin must be in place, and the energy market must be supplemented with an installed 

capacity market. We believe that that the key to ensuring adequate investment in generation 

resources continues to be the regulated reserve requirement which, in a deregulated market 

environment, we believe necessitates a separate market for generation capacity. 
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It can easily be argued that it is unimpeded market power in particular, and deregulated 

markets in general, rather than cost-based market power mitigation methods that are likely to 

hurt system reliability by resulting in shrinking reserve margins. Even in the absence of market 

power that may keep out new market entrants, the market is likely to deliver a tighter reserve 

margin if left to its own devices than if a regulated reserve margin of, perhaps, 18-20 percent 

were in place. What happened in California is a perfect example of this phenomenon. The reason 

is due to the significant risk of not collecting an adequate return on capital investment in 

generation resources in only an energy spot market, especially when bilateral contracts were 

discouraged. An “adequate” return in this context must, therefore, be adjusted for the risk 

involved when cost recovery is not assured. The result will likely be quite different, however, 

depending on whether or not a required reserve margin is in place. Without it, the result is likely 

to be an unacceptable reduction in reliability, because prices may not rise to cover the risk 

premium of adequate reserves.6 In addition, there is a system cost (or social cost) associated with 

reducing system reliability that does not face the individual generators. Likewise, the relative 

lack of system resources tends to raise revenues for each unit due to making market power easier 

to exercise during times of peak demand, converting the relative lack of reliability into an 

economic incentive to keep reserves too low. With a required reserve margin and an installed 

capacity market in place, the result is likely to be adequate system reliability. 

Apparently in recognition of these facts, FERC instituted required reserve margins in all 

three of the northeastern ISOs. Secondarily, FERC established capacity markets in these ISOs to 

allow generation owners a facility through which to recover their fixed costs of production. 

It is popular to think of reliability being yet another commodity in power markets that can be procured through 
competitive market structures, specifically capacity reserve markets. However, relative degrees of system reliability 
is not an exclusive good that can be traded. Individual units of capacity sold as reserves are not “units of reliability” 
Reliability is a system condition that affects all customers. 
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However, it has always been surprising that FERC failed to do the same in California, allowing 

that state to fall victim to natural market forces. As should have been expected, the market saw 

no reason to maintain reserves at a level that would have been determined necessary based on 

any reasonable loss-of-load analysis. Instead the market determined that reserves should be 

lower, reducing the price risk for marginal units, while creating relative scarcity that ultimately 

raised market prices and unit profits significantly over competitive prices that might have been 

realized from a more reasonable market structure with capacity requirements in place. It was 

only at this much higher price level which reflected scarcity rents that generators finally became 

interested anew in adding capacity, but only after reserve margins had fallen far below adequate 

levels. Unfortunately, FERC affirmed the market’s “right” to extremely high risk premiums in 

the June 19 Western Order by implementing inflated price caps that were unjustly presented as 

providing proper mitigation of market power. In contrast, those high price caps simply validated 

and locked in the implications of a condition of seriously inadequate reserve capacity, because 

the price caps were based on the prior actual stage 1 deficiency prices. This continued a situation 

in which it was claimed that the full capital cost of new capacity could be recovered in only a 

year or two, a pricing scenario that would never be considered to be reasonable under cost-of- 

service regulation, where assumed depreciation rates have been 15-30 years, or more.’ This 

outcome is even more perverse due to the fact that the capacity shortage in California was 

’ Consider an example of how the price caps introduced in the June 19 Order might validate non-competitive market 
results: If the highest variable dispatch cost in the worst stage #1 deficiency hour were $100 per MWH, which is 
quite possible, then the price cap for all non-deficiency hours in California would be $85 per MWH plus 10 percent 
for the California credit risk premium. This totals $93.50 per MWH. It could also be the case that the average 
variable dispatch cost in the non-deficiency hours would be only $50 per MWH, or lower. Over the course of 8760 
hours per year, the extra revenues that could be derived from this market would be up to $43.50 per MWH for every 
hour of the year (except for a few hours during stage #1-#3 emergencies). This could happen if FERC’s proposed 
price a effectively set a price floor under all spot market prices. Thus, for every MW of capacity available 80 
percent of the time, this amount of money would total about $43.50~0.80~8760, or about $305,000 per MW-year. 
This is about $305 per kW-year, or almost the full capital cost of a combustion turbine peaker. 
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directly linked to FERC’s own failure to impose reserve requirements in the state. Needless to 

say, if sufficient new market entry had occurred in California in a timely fashion, the heat rates 

of the unit that set the market clearing price during the Stage 1 emergency might have been much 

lower. 

Our conclusion is that the Commission should insist on adequate reserve margins in all 

regional wholesale electricity markets, provide for the proper pricing of capacity through 

installed capacity markets, and subsequently ensure that energy prices do not exceed competitive 

levels by monitoring energy markets on the basis of the incremental variable cost of generation 

from each unit. The Commission must reverse its apparent position of placing market autonomy 

first on its list of priorities, especially if it means accepting a lock-in of very high risk premiums 

and high market prices when supposedly attempting to mitigate the results of market power. We 

are mindful of the fact that under cost-based rates and rate regulation, risk premiums for 

generation were a much lesser concern, and the cost-of-capital for new generating units was 

much lower than may now prove to be the case in deregulated generation markets. FERC should 

remember that traditional cost-of-service regulation provides many advantages that deregulated 

markets may find difficult to deliver, just and reasonable rates being the chief one among them. 

3. OUR COMMENTS ON THE SPECIFIC COMPONENTS OF THE TWO NOVEMBER 
20TH ORDERS 

a. We support inclusion of the proposed language on page 4 of the Tariffs Order in all 
market-based rate tariffs and authorizations, including those for RTOs and ISOs. Of 
course, the implementation process for market monitoring and mitigation must be 
defined in much greater detail than the Commission does in this Order. 

We agree that the language: “As a condition of obtaining and retaining market-based rate 

authority, the seller is prohibited from engaging in anticompetitive behavior or the exercise of 

market power. The seller’s market-based rate authority is subject to refunds or other remedies as 
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may be appropriate to address any anticompetitive behavior or exercise of market power;” 

should be included in all past and future market-based tariffs and authorizations. But while 

inclusion of such language is a necessary condition for attempting to establish competitive 

markets, substantially more detail and a more comprehensive theory of market power is 

necessary in order to implement such conditions than is presented in the Tariffs Order, or in the 

AEP Market Power Order. We, therefore, support the idea that FERC should issue a Notice Of 

Proposed Rulemaking to solicit comments as to how this language should be implemented, both 

procedurally and conceptually, and on what market structures should be created to achieve this 

goal. 

b. While the Commission has, in principle, identified some of the necessary steps toward 
identifying, preventing and correcting anti-competitive behavior, the language of the 
Tariffs Order implies a serious ambiguity regarding the Commission’s determination to 
take those steps when needed. 

In its Tariffs and Market Power Orders, the Commission has identified what we believe 

to be the three basic steps necessary to prevent anti-competitive behavior and the resulting 

wholesale power prices that can neither be regarded as just nor reasonable. These steps are the 

detection of market power and anti-competitive behavior, the proactive mitigation of such 

behavior by restricting market-based rate authority or by other appropriate means, and the 

correction of the effect of anti-competitive behavior through refunds of illicit revenues generated 

by such behavior. However, the language of the Tariffs Order, in particular, remains weak and 

somewhat ambiguous on FERC’s commitment to comprehensive and aggressive mitigation and 

correction of market prices in the face of market abuses: “Should public utility market 

participants engage in prohibited behavior, their rates will be subject to increased scrutiny by 

the Commission, and potential refunds or such other remedies as may be appropriate.” The 
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Commission goes on to specify that prohibited behavior “could result in further conditions or 

restrictions on [market participant’s] market-based rate authority.. .” (Tariffs Order, 6 - 

emphasis added.) We believe that this type of language falls far short of describing the kind of 

aggressive and robust market power response that the Commission implies is necessary in the 

context of its obligation under the Federal Power Act to “ensure that sellers not charge unjust 

and unreasonable wholesale rates.” (Tariffs Order, 5 - emphasis added.) 

The vastly improved monitoring and detection methodologies for anti-competitive 

behavior that are required to accomplish the Commission’s objective would, presumably, negate 

the need for any further increased scrutiny upon detection of market abuse by individual market 

participants. We would also anticipate that the illicit revenues derived from prohibited behavior 

would be subject to full and unconditional refunds, and not merely potential refunds. Finally, we 

would expect that a market participant that had abused its position in the market, and had been 

“caught in the act” by a more robust system of market monitoring, would, after appeal, pay a 

price by losing outripht its market-based rate authority. The only reasonable exception would be 

if a substantial monetary penalty were imposed on the market participant in place of the 

revocation of market-based rate authority, provided that sufficient safeguards (i.e., restrictions on 

rate authority as opposed to revocation) were set in place to prevent the recurrence of abuse by 

the power supplier. 

Indeed, it would seem reasonable that a monetary penalty should always accompany a 

need for market power mitigation, whether or not market-based rate authority is revoked or 

simply restricted in some fashion. The principle that should apply is that the offending party 

should never be indifferent financially between the two options of following the market rules, or 

facing Commission action upon the detection of market abuse. If a mere price correction is the 
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final action taken when market abuse is detected, the deterrence of a financial penalty would be 

missing, and the market participant would receive the wrong message from the Commission, 

which would simply be to try to avoid detection next time a violation is planned. Unfortunately, 

the specific language of the Tariff Order implies that corrective action by FERC may waiver 

from this principle, leaving the prospect of appropriate penalties if price mitigation is required in 

serious doubt. 

c. The Commission’s definition of market power and anti-competitive behavior is flawed. 

On page 4 of the Tariffs Order, the Commission states that exercises of market power 

“include behavior that raises the market price through physical or economic withholding of 

supplies.” It continues by stating that “physical withholding would occur when a generator 

declares a forced outage when its unit is not, in fact, experiencing mechanical problems.” This 

definition for physical withholding is basically correct, but no reference is then required to a 

market price in the next sentence. Either the unit is declared able to operate, or not. This situation 

is one of the few that is either “black or white.” 

The Commission’s major conceptual error, both here and in most previous orders which 

deal with market power, lies in what they leave out of their list of ways in which market power 

can be exercised. We maintain that physical and economic withholding may be relatively easy to 

prevent, once the correct market rules are in place. However, what the Commission has omitted 

entirely from this list is the concept of strategic bidding as the main way in which market power 

can be, and has been, exercised. Certainly, strategic bidding played a major role in causing the 

high market prices that persisted in Western markets for about a year. 

Strategic bidding is simply bidding above one’s incremental operating costs in the 

energy, ancillary service, or capacity markets, thus attempting to drive the market clearing price 
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as high as possible above a competitive level. Certainly, FERC needs no reminder that most 

generating units in the Western spot markets did this often over the last two years, and many 

generating units do this in the Northeastern IS0  markets, as well. Perhaps the confusion that led 

to this key omission by FERC is that strategic bidding could end up with a unit being withheld, 

even if unintentionally, due to the high bid it submitted. This result could be called “economic 

withholding” using FERC’s terminology, especially if a bid were submitted at such a high level 

that there would be little likelihood of the unit being dispatched. What FERC needs to realize, 

though, is that there is a broad continuum between the extreme case of planned economic 

withholding and routine strategic bidding, which might not cause a unit not to be dispatched, but 

which, due to the submission of a high price bid, might raise the market clearing price. In fact, 

strategic bidding is a rational strategy for generation owners to utilize in almost every hour for 

each of their generating units, in contrast to the more extreme case of economic withholding 

which would probably be done only occasionally. 

It is particularly strange that FERC has omitted strategic bidding from its discussion of 

market power mechanisms on page 4 of the Tariffs Order. After all, in its June 19 Western Order 

FERC made it very clear that it expected units to bid incremental variable costs even when 

supplies were tight, and this was the basis of its price cap setting methodology. This FERC 

action was, then, implicit recognition of the existence of strategic bidding. Thus, it is especially 

surprising that FERC does not explicitly recognize on page 4 that generating units that bid above 

their incremental variable operating cost is the prime way in which market power is exercised. 
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d. The Commission’s definition of market power erroneously implies the existence of a 
legitimate and “autonomous” competitive market price that can somehow exist during 
periods of anti-competitive market behavior. This error seems to contribute, in part, to 
FERC ignoring the more common exercise of market power through strategic bidding. 

When defining two of the generally recognized means of exercising market power, 

economic and physical withholding, the Commission seems to posit a market price that both 

results from anti-competitive behavior, but which is still as being distinguishable from a 

legitimate, competitive market price. We are concerned that this confusion could lead to 

ineffective market monitoring methodologies. The Tariff Order states: “Economic withholding 

occurs when a supplier offers output to the market at a price that is above both its full 

incremental cost and the market price (and thus, the output is not sold).” (Tariff Order, 6 - 

emphasis added.) The problem is that FERC is not clear whether the term “market price” here 

refers to a competitive market price or one inflated by the exercise of market power. If FERC 

believes this could be a competitive market price, they are likely to be mistaken. 

What FERC is ignoring is the fact that by attempting to economically withhold capacity 

by raising a bid, the offending party is likely to indirectly raise the market price above a 

competitive level. This is the new higher price that the bidder will recover on its other units that 

are being dispatched. That is the whole point as to why a party might be motivated to attempt 

economic withholding. The way in which economic withholding works is to force the market 

price up by making the supply curve steeper 

Therein lies the difference between the two main forms of market abuse, capacity 

withholding and strategic biddingleconomic withholding. Capacity withholding serves to shifi 

the supply curve to a higher price range by completely removing a resource from where it would 

have been in a competitive supply curve. On the other hand, strategic bidding is not aimed at 

necessarily withholding capacity altogether, but it is aimed at raising the market clearing price in 
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the neighborhood of where that specific capacity normally would fall in a competitively-based 

supply curve. Each time either economic withholding or strategic bidding occurs, the resource 

moves up the supply curve, also making the whole curve steeper, thus usually raising the market 

clearing price, whether that resource is actually dispatched, or not. Thus, when economic 

withholding occurs, the market price even after being raised due to market power, would still end 

up somewhat lower than the resource bid price, causing the resource not to be dispatched, as in 

FERC ’ s definition. 

Therefore, the Commission should clarify its definition of economic withholding by 

recognizing that when market power is being exercised, there will not likely be a concurrent 

competitive market price that is not tainted by this exercise of market abuse. One reason why this 

clarification is necessary is so the Commission can, again. be clear that there is no bright line 

between strategic bidding and economic withholding, since in the exercise of strategic bidding 

the offending party can never be quite sure if raising the bid on a resource above its incremental 

variable operating costs will cause it not to be dispatched. Thus, even if the output of a resource 

is sold (dispatched), and economic withholding does not occur, this fact does not imply that the 

market price is competitive and not in need of mitigation. 

e. The Commission’s apparent notion of an autonomous market price during periods of 
anti-competitive behavior in the Tariffs Order mirrors similar concepts contained in 
market rules that they have approved for the Northeastern ISOs, and suggests a 
preference for market “autonomy” over market discipline. 

Other types of self-referential tests for market power abuse also plague the market 

monitoring rules that FERC has previously approved for the Northeastern independent system 

operators. An example of this is when a market monitoring rule looks to historic bidding 

behavior as a baseline, and compares this to current bidding behavior to determine whether 
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market abuse currently exists. This is obviously troublesome because the monitoring rule may 

look to an historic baseline period that is already affected by non-competitive bids, thus serving 

to allow even more market power in the current time-period than occurred in the baseline period. 

Market simulations have shown that the exercise of market power by generation owners is not 

likely to be an occasional affair, but rather a consistent and ever-present element. Therefore, 

establishing baselines from historical bidding behavior is likely to be useless when monitoring 

future bidding behavior. The alternative, of course, is to simply compare current bids to 

incremental variable costs, and not in a self-referential way to past bidding behavior in order to 

provide a meaningful baseline. 

FERC’s past approach to monitoring for market power seems to reflect its general 

resistance to ever abrogate the autonomy of the market and to question the results it delivers, 

because to do so would somehow negate the principles of deregulation in which it believes. This 

sentiment may stem from the fact that the only reasonable remedy to market prices that have 

been manipulated through the exercise of market power is the imposition of cost-based bids, and 

that, to some, is tantamount to a restoration of cost-of-service regulation, which FERC is 

resisting even when it is necessary. That is a sensitive situation that ISOs and other market 

operators want to avoid facing because it raises the ever-looming question of whether there has 

been any true benefit, relative to traditional rate regulation, that the deregulated wholesale 

markets have delivered. In the context of these Orders, the question is whether market autonomy 

should have precedence over the quest for lower prices and rates that are just and reasonable. 

. 

Fortunately, the Commission has demonstrated with its new Market Power Order that it 

has no objection to imposing cost-based bids on offending power suppliers in some contexts (but 

not all). Therefore, we would suggest that the Commission clarify its position on this matter and 
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denounce the self-referential tests for market power that refer to “the market price” as 

conceptually autonomous from the effects of market power. Furthermore, FERC should 

acknowledge that the marginal costs of electric generation provide the only true test of whether 

generation owners have placed non-competitive bids. FERC should, therefore, revise all its 

market power monitoring rules for the three Northeastern ISOs to make them cost-based. 

f. The Commission should recognize that its Supply Margin Assessment screen is just as 
arbitrary as the hub-and-spoke methodology for detecting a “safe” level of market share, 
and that it cannot “ensure” protection against market power irrespective of its attempt 
to incorporate transmission constraints. Therefore, this interim measure should not be a 
model for either an interim or a permanent market power test. 

The previous benchmark for establishing whether a market participant had market power 

was a market share of 20 percent in each market delineated by the hub-and-spoke methodology. 

The SMA test attempts to improve on this approach in two ways. First, it considers transmission 

constraints as a potential factor. Secondly, “in determining the size that triggers generation 

market power concerns,” the SMA sets the threshold where the “applicant’s capacity must be 

used to meet the market’s peak demand’ within any given control area. (Market Power Order, 7.) 

The commission calls this test a determination of whether the seller is “pivotal” in the market: 

“When an applicant is pivotal, it is in a position to demand a high price above competitive levels 

and be assured of selling at least some of its capacity.” (Market Power Order, 7.) The SMA test 

has been presented as an interim improvement on the previous methodology “to ensure that 

customers are protected against market power in generation.” (Market Power Order, 7 - 

emphasis added.) 

In contrast, we believe that there can be absolutely no assurance that this test will 

eliminate most market power, because it certainly cannot ensure competitive bids. Instead, this 

test is intended to screen for only those suppliers who hold the most insidious form of market 
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power, which is when the market is an absolute price taker in relation to a single supplier. It is 

true that during a period of high demand, when the supply held by a single market supplier is 

greater than the supply margin, some of the output of that supplier must be bought if the 

generation resources are not committed to any specific load. Therefore, the purchase will take 

place at any cost in the absence of a price cap in the market. However, the absence of absolute 

pricing power during periods of high demand does not mean that market power does not exist 

during other periods, even when monopoly pricing power is not feasible. 

To equate market power with the capability for absolute pricing power contradicts the 

Commission’s own definitions in the Market Power Order as to how market power is exercised. 

Economic withholding that results in rising market clearing prices is an example of the exercise 

of market power without absolute pricing power. The same is true for capacity withholding and 

for the more common mode-strategic bidding. In other words, the exercise of market power has 

been defined and described by the Commission in the Tariff Order in a context where the 

offending party does not have to be in a “pivotal” market position. Given this serious 

inconsistency between the two Orders, how can the Commission defend its use of the SMA 

screen as a tool “applied to ensure that customers are protected against market power”? Again, 

FERC needs to be clear that the exercise of market power is a behavioral problem that occurs 

within the context of a particular market structure, but no structural screen can possibly detect all 

possible opportunities to exercise these types of undesirable behaviors. 
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g. The Commission should correct and augment the definition of anti-competitive behavior 
as it appears in the Tariff Order. An improved behavioral definition, and all relevant 
tools for market monitoring based on that definition, are far more important than the 
new SMA market power test which is highly flawed because it is structural. Otherwise, 
the proper conceptual basis for detecting all abuses of market power will be missing, as 
will be the ability to mitigate and correct such abuses. 

There are two components to detecting the abuse of market power. One step is to apply a 

test that determines with a high level of confidence whether market participants actually possess 

the potential to exercise market power. The second step is to apply a test that shows whether that 

market power has actually been exercised on an ongoing basis. The Commission’s Market Power 

Order presents an interim structural market power test, which is intended to determine whether a 

single market participant has the potential to exercise market power. In contrast, it is the Tariff 

Order that attempts to define what behavior actually constitutes market power. However, both 

Orders fail to do their jobs adequately, as discussed previously. 

We believe that for FERC to develop a strong and unequivocal definition of anti- 

competitive behavior is far more important a task in the ongoing effort to improve the 

competitiveness of wholesale power markets than the institution of a subjective, and largely 

arbitrary, new structural threshold for determining the existence of market power. In summary, 

the reason why we believe this is true is very simple: A strong and effective behavioral test will 

always detect market power abuse when it occurs, regardless of the market share held by the 

offending party, while a structural market power test targets market participants based on their 

market share irrespective of whether or not market power was, or even could be, exercised. 

Even more fundamentally, structural tests are never able to detect &l situations in which there is 

the potential for the exercise of market power. Structural tests alone can never be adequate 

because they can not be comprehensive. 
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The superior quality of a behavioral test over a structural one is apparent because it 

targets the offensive behavior directly, rather than merely targeting market share or other 

structural features of a market which only determine in part to what extent market power can be 

exercised. If this is true, then why would the Commission maintain a preference for structural 

tests? Again, we suspect that the problem lies in the Commission’s reticence to curtail the 

autonomy of the operations of the energy and/or capacity markets in setting “the market price.” 

A strict behavioral test must continuously monitor the market for anti-competitive bids, 

preferably applying marginal cost-based tests, as discussed above. A structural screen only leads 

to intervention if a single participant holds a disproportionate share of available supply. 

Otherwise, it assumes that the market will produce just and reasonable prices. Therefore, the 

behavioral test will tend to be perceived as a much greater constraint on the free movement of 

prices within the range that the market might produce. Again, FERC may see this as antithetical 

to the principle of deregulated power markets. However, we believe that the continuous 

monitoring of bids and market clearing prices, with reference to the marginal cost curves of the 

resources making up the supply in that particular type of market, is the only certain path to 

adequate protection against market abuses. In particular, energy market bids must be monitored 

for correspondence with marginal operating costs, and capacity markets must be examined for 

correspondence with marginal fixed costs based on a regulated range of return on equity. 
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h. If the Commission intends to continue to use structural screens at  all in evaluating 
wholesale power markets, it should recognize them to be merely crude safeguards or 
“gate keepers,” and not sufficient protection against market power, which can only be 
accomplished through behavioral screens. However, to avoid confusion, it would be 
better not to use structural screens at all in order to avoid “false negative” diagnoses for 
the existence of market power. 

In the Market Power Order, the Commission has not even attempted to show that a 

“pivotal” market share is the appropriate threshold for market power abuses. Moreover, any 

such structural screen is, by definition, at odds with behavioral definitions of how market power 

is exercised, since economic and capacity withholding, and strategic bidding, are not dependent 

on a single generation owner being in a pivotal market position, as discussed above. Therefore, 

the Commission cannot defend the presentation in these two concurrent Orders of fundamentally 

contradictory definitions of what constitutes anti-competitive behavior. The only remedy is to 

recognize that structural screens are only crude tools that might reduce the probability of the 

worst offenses, and that such screens must be followed quickly by a more refined analysis of 

market behavior during all hours irrespective of load conditions and market ownership shares. 

i. The Commission should require all electric generating units selling into U.S. wholesale 
markets to post their projected 24-hour incremental costs for energy offered for spot 
market or other market sales, to enable full-time monitoring of all bids and bilateral 
contracts for competitive behavior. Such monitoring should not be limited to generation 
owners that fail the SMA screen. The annual fixed costs of each generating unit based on 
a generic ROE value set by FERC should also be reported for use in monitoring capacity 
markets and longer-term bilateral contracts. 

Since the SMA screen cannot prevent abuses of market power, it is obvious that behavioral 

screens must be used to replace (or supplement) structural screens like the SMA for all 

generation owners in the U.S., irrespective of their passing the SMA screen. The use of 

behavioral screens that are based on the marginal cost structures of market resources would 
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require that all resources post their incremental marginal cost data-both the variable and fixed 

costs for use by all agencies responsible for market monitoring and mitigation. 

j. The Commission’s actions in issuing its two key November 20,2001 Orders are to be 
praised, even if they are long overdue. 

It is a significant moment in the development of deregulated wholesale power markets 

when the Commission moves to recognize and act more broadly on its obligation to ensure just 

and reasonable rates under provisions of Section 206 of the Federal Power Act. It would be 

extremely unfortunate if this were also the occasion of widespread cynicism and disbelief among 

wholesale market participants who seriously mistook the Commissions actions as an 

underhanded move to simply further the agenda of RTO formation. It is particularly important 

for the Commission to affirm its wholehearted commitment, above all secondary objectives, to 

quell market abuse because the assurance of just and reasonable rates, along with reliable 

service, should be its first priority as the federal administrator of the wholesale power markets. 

Therefore, the Commission should make a further effort to prevent these Orders from being seen 

as sacrificing the principle, or trivializing the objective, of just and reasonable rates for the sake 

of furthering the formation of RTOs, which some might believe would not ultimately be subject 
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to equally rigorous standards to prevent the abuse of market power. After all, the Tariffs Order, 

which is the more sweeping and fundamental of the two Orders, applies equally to ISOs, RTOs, 

and all other market-based rate tariffs. 
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Q. 

A. 

Q. 

A. 

SECTION I - SUMMARY OF TESTIMONY 

ARE YOU THE SAME DR. RICHARD ROSEN WHO F'ILED DIRECT 

TESTIMONY ON BEHALF OF RUCO IN THTS DOCKET? 

Yes, I am. 

WOULD YOU PLEASE SUMMARIZE YOUR REBUTTAL TESTIMONY IN 

THIS CASE? 

Certainly. After reviewing the direct testimony of all the witnesses in this case, I 

have come to the following conclusions and recommendations for the ACC: 

1. The Commission should not lose sight of the fact that its continued study 

of electric deregulation would result in additional costs to customers. The 

Commission should determine what level of transition costs the utilities 

claim to have incurred to date, and what additional costs they might incur 

if the Commission continues to study the various relevant issues, as Staff 

recommends. That knowledge might lead the Commission to conclude 

that further study of the issues at this time is not cost-effective, given that 

1) the likely outcome is that market power will continue to put customers 

at risk of higher rates than they currently pay under traditional regulation; 

2)  FERC is still experimenting with wholesale market designs that will 

yield uneven results, at best; and 3) FERC still does not understand how to 

monitor and mitigate market power in wholesale power markets. 

2. Almost every witness in this docket seems to agree that the restructuring 
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process in Arizona, including divestiture, cannot possibly be completed by 

January 1, 2003, no matter what that process ends up consisting of. 

Therefore, I repeat my recommendation from my direct testimony that, at 

a minimum, the ACC approve a variance to delay for at least one year the 

implementation of the Electric Competition Rules for all utilities in 

Arizona, in order to give the ACC time to properly handle these complex 

issues. 

3. Almost every witness, except the APS witnesses, agrees that Arizona 

utilities will have the substantial ability to exercise market power in 

wholesale electric markets within Arizona if all the existing generation 

assets of each utility are simply transferred to an unregulated affiliate of 

that utility. This would include monopoly-pricing power in certain 

Arizona load pockets near times of peak demand. This would, of course, 

be unacceptable. The APS application of the new FERC SMA test for 

market power is critically flawed, as Mr. Roach points out, and the test 

itself is inadequate anyway, as I discussed in my direct testimony and 

exhibits. 

4. APS witness Hieronymus is correct that APS (or TEP) could not exercise 

market power with their existing generation assets in Arizona if that power 

were sold to Standard Offer customers on fixed-price basis under a long 

term PPA. Thus, as recommended in my direct testimony, a necessary 

condition for the ACC allowing divestiture to go forward is for all the 
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5.  

customers on a traditional cost-of-service basis for the duration of their 

operational lifetime, so that ratepayers can continue to receive the 

economic benefits of these generating units. I agree with Staff witness 

Rowell that “because we know that existing cost-of-service rates are just 

and reasonable, we can use them as a benchmark for evaluating 

competitive rates during this transitional period.” (Page 5) In this way, 

the ACC can help “ensure that consumers are no worse off under the 

restructured environment than they were under traditional cost-of-service 

regulation .” (Rowell, page 4.) 

I support the Staff recommendation that before divestiture is allowed to 

occur, the ACC would have to perform a comprehensive market power 

study for the Arizona regional wholesale power market. However, 

contrary to Staff, I do not believe that the utilities alone should be required 

to do such a study privately, in part because I do not believe that they 

h o w  how to do the right kind of study. Instead, a market power study 

should be performed on a cooperative basis with input from all parties 

through the creation by the ACC of a technical advisory committee. The 

results of this study should be subject to review in a formal docket with 

expert testimony on how to interpret the results, and on the strengths and 

weaknesses of the study. This study must primarily consist of computer- 

based modeling of strategic behavior, including strategic bidding and 
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capacity withholding, since this is the only proper way to analyze the 

potential for market power in electricity markets. The use of the 

methodology described in Appendix A of the 1996 FERC merger 

guidelines is not an adequate methodology with which to evaluate the 

potential for generation owners to exercise market power, because it 

ultimately relies on the use of the “I index. 

6. The results of the recommended market power study should, then, be used 

by the ACC, and the other parties, to determine how and to what extent 

electric industry restructuring should continue to be pursued in Arizona. 

The market power study should include scenarios designed especially to 

anticipate various future approaches to restructuring, including various 

divestiture scenarios. There is no point in pursuing Track “B” issues in 

this docket until such a market power study is completed, because the 

appropriate structure for a competitive bidding process for Arizona will 

7. 

depend on the outcome of this study. 

However, given the evidence relevant to such an analysis of the potential 

for the exercise of market power in Arizona that has already been entered 

into the record in these dockets, I agree with Mr. Pignatelli of Tucson 

Electric that the ACC should completely re-evaluate the costs and benefits 

of trying to achieve competition in the electric power industry, and that 

this “should include a review of the basic premise that competition is in 

the public interest.” (Page 17) I share Mr. Pignatelli’s obvious skepticism 
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that “competition” in this industry can ever be made to work in a way that 

would benefit any significant group of electricity ratepayers. Thus, in 

parallel with a market power study as recommended by Staff, I 

recommend that the ACC do what Mr. Pignatelli urges in his direct 

testimony, namely to require “proponents of electric competition to come 

forward with credible evidence of the anticipated benefits of electric 

competition . . .to affirm or reject what seems to be the presumption that 

Electric Competition is the best manner for providing electric service in 

Arizona.” (Page 18) A second set of hearings should be used for this 

purpose. 

8. Several witnesses for independent power producers do not appear to 

understand how pervasive the exercise of market power is likely to be 

within Arizona, even if many of their recommendations are adopted by the 

ACC. This is a further reason why the Staff‘s recommended market 

power study should be carried out, if the ACC decides to proceed with 

restructuring at this time. 

9. Mr. Pignatelli’s recommendation that only customers with loads of 3 M W  

or greater be allowed to participate in retail competition within Arizona is 

a reasonable option for the ACC to consider, if traditional cost-of-service 

bundled retail rates are maintained for all other customers, and if 

divestiture is not carried out. 
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Q. 

A. 

Q. 

A. 

ECTION I1 - RESPONSE TO STAFF TESTIMONY 

DO YOU HAVE ANY OVERALL REACTION TO THE DIRECT 

TESTIMONY OF STAFF IN THIS DOCKET? 

Yes. In general, I believe that the ACC Staff have done a very good job at 

describing the relevant issues that the Commission needs to deal with before 

electric industry restructuring can and should proceed in Arizona. Staff have also 

made some good suggestions for how the Commission should proceed with 

restructuring, if they decide to proceed at all. However, the Commission should 

first weigh the likely costs of proceeding as the Staff has suggested, versus the 

likely benefits of doing so. The Commission may determine, then, that the 

additional costs to all parties are not justified given the low probability of 

establishing a competitive electric wholesale market in Arizona in the foreseeable 

future. 

DO YOU HAVE MANY S1G"ICANT DISAGREEMENTS WITH STAFF 

ON ANY OF THE ELECTRIC RESTRUCTURING ISSUES THAT THEY 

HAVE RAISED IN THEIR DIRECT TESTIMONY? 

No. However, one issue that I disagree with Staff on is who should be 

responsible for performing a market power study for Arizona's wholesale electric 

market over the next few months. On page 10 of Mr. Rowell's testimony, he 

states that Staff has four basic recommendations regarding the transfer of 
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generation assets. The first recommendation is that the utilities should be 

required to file a market power study and market power mitigation plan for 

Commission approval. My first disagreement is that I believe that the best way to 

perform a market power study for Arizona would be to have all parties, including 

the utilities, work together on such a study. 

One main reason for my view is that very few, if any, such studies have 

ever been done before of the type which focus primarily on behavioral modeling, 

which is essential. Because of the path-breaking nature of such a study, it would 

be much better, and the results would be more consistent across all sub-regions 

within Arizona, if the ACC were to select a technical advisory committee from 

among all parties to this case. This committee could then hire a consultant to 

perform the study under their direction, funded using utility resources. In fact, 

there may be very few consultants available that are truly independent and have 

the requisite market power models. Either way, the methodology for such a study 

should be the same for all portions of Arizona, and for the surrounding regions. 

Similarly, since a good market power mitigation plan must flow organically from 

the underlying market power modeling that is performed, the same cooperative 

process should be used to explore different market power mitigation policies. 

DO YOU EXPECT THAT THE PARTIES WILL BE ABLE TO AGREE ON 

HOW TO CARRY OUT SUCH A COMPLEX STUDY? 

I do not know for sure if all the parties will be able to work together on a fairly 

consensual basis for such an inevitably complex study. I participated on the 

Q. 

A. 
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Technical Advisory Committee for the 1999 Colorado Restructuring Study, and 

that process went remarkably smoothly, so I have some basis for hope that a 

similar process could work here in Arizona. However, I do not expect that the 

modeling exercise alone will lead to agreement as to what the real potential for 

market power will be in Arizona, and what the best market power mitigation plan 

would be. On these and similar issues, I anticipate that parties will want to 

develop different positions, and these positions can be presented to the ACC 

through expert testimony in a set of hearings designed for this purpose. 

Disagreement must be expected on key policy issues. However, in contrast I 

would hope that the parties could agree that a wide range of scenarios that assume 

different levels of divestiture, different mixes and concentrations of ownership, 

different sites for new power plants, etc., should be run as part of the Staff‘s 

proposed market power study. 

DO SOME OF THE WITNESSES IN THIS CASE PROPOSE THE 

INGREDIENTS FOR SOME OF THE SCENARIOS THAT COULD BE 

ANALYZED AS PART OF THE PROPOSED MARKET POWER STUDY? 

Yes. For example, Mr. Kebler of Reliant Energy Resources has proposed a 

particular way in which one-third of APS’ existing generating capacity could be 

sold to other generation owners. While his proposal is premature for the ACC to 

consider directly at this point, because a market power study would need to be 

Q. 

A. 

carried out first in order to determine the soundness of MI. Kebler’s proposal, it 

could form the basis for one of the scenario to be studied. In fact, even if, as a 
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Q. 

A. 

minimum condition, all of APS’ existing generating capacity was committed to 

APS’ Standard Offer customers under a long-term cost-of-service contract, as I 

have advocated, one would still need to make this scenario one of those analyzed 

as part of a market power study. This would need to be done in order to 

determine how difficult it would be to create a competitive wholesale market for 

generation in Arizona if only new generation capacity were deregulated. 

WHY DO YOU STRESS THAT STAFF’S PROPOSED MARKET POWER 

STUDY SHOULD PRIMARILY FOCUS ON BEHAVIORAL MODELING, 

RATHER THAN ON OTHER METHODOLOGIES FOR ASSESSING THE 

EXISTENCE OF MARKET POWER? 

As I discussed in my direct testimony, the other approaches to analyzing the 

potential for electric generation market power that have been used by FERC and 

others in the past do not work, and have no sound theoretical basis. To provide 

much more explication of these statements and issues I have provided 

Exhibits-(RAR-l,2,3, and 4) to support my testimony. I was a co-author of 

all of these documents, including the comments to FERC by the National 

Association of States Utility Consumer Advocates (NASUCA), of which Arizona 

RUCO is a member. This is another area of some disagreement that I have with 

Staff‘s testimony on market power issues, because I do not feel that they have 

placed nearly enough emphasis on the need for any credible market power 

analysis to perform behavioral modeling of strategic bidding, capacity 

withholding, and any other gaming strategies that have the potential to impact the 
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market prices of electricity in Arizona. 

For example, as I described in Exhibit -(RAR-2) of my direct 

testimony, FERC’s newly proposed SMA test for market power determines a 

necessary but not a sufficient condition for the successful exercise of market 

power in a region. In fact, if a generation owner fails FERC’s SMA test, then 

they have monopoly-pricing power in some fraction of the year. Thus, Dr. 

Hieronymus’ testimony in this docket on behalf of APS, which relies on the SMA 

test, is quite useless for the purpose of helping the ACC understand the full 

potential for the exercise of market power in Arizona. (In fact, Mr. Roach’s 

critique of the FERC SMA methodology in his direct testimony nicely anticipated 

Dr. Hieronymus’ testimony in this regard, and most of Mr. Roach’s major points 

are correct.) 

Similarly, Mr. Rowell recommends use of a market power analysis 

methodology similar to that used by FERC in its 1996 Appendix A merger 

guidelines, or similar to that recommended by the Arkansas PSC. I disagree with 

Mi. Rowell that such a methodology could prove to be very useful for 

understanding the full potential for the exercise of market power in electric 

markets in Arizona. In fact, I had prepared a critique of those guidelines in 1997 

which I have attached here as Exhibit-(RAR-1). It is important to note that 

even the fairly recent Appendix A merger guidelines still rely on use of the “I 

index, which I have criticized in many of the exhibits attached to this testimony. 

In several of these exhibits, I have shown how FERC’s standard for interpreting 
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Q. 

A. 

the significance of the “I index can yield very misleading conclusions when 

compared with explicit behavioral modeling of the utility system in question. 

Thus, I have concluded after many years of both theoretical and modeling 

research that the only way in which the potential for market power in the electric 

generation markets can be properly assessed is through use of the modeling of 

strategic behavior. 

MR. HIGGINS SUGGESTS THAT THE CALIFORNIA IS0 HAS A MARKET 

POWER SCREEN THAT IS BETTER THAN FERC’s NEWLY PROPOSED 

SMA SCREEN. DO YOU AGREE WITH MR. HIGGINS THAT THIS IS THE 

SCREEN THAT SHOULD BE USED TO ANALYZE THE POTENTIAL FOR 

MARKET POWER IN ARIZONA? 

No, I do not agree with Mr. Higgin’s suggestion in his direct testimony that the 

screen developed by the California IS0 called the Residual Supply Index (RSI) 

should be used to determine the potential for the exercise of market power in 

Arizona’s wholesale power market. As Mr. Higgins points out, this screen is 

better than FERC’s proposed SMA screen because it does require the analyst to 

calculate the index for each hour, though the FERC SMA screen could be applied 

in each hour also. However, the RSI still does not incorporate sufficient detail 

regarding the structure of the market to be very useful. For example, as with the 

SMA screen, it does not incorporate ownership concentration, it does not include 

information on the shape of the cost-of-supply curve, it does not include 

information on the demand curve, it does not include information on what kind of 
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power plants and power contracts are controlled by each generation owner, it does 

not include information on transmission constraints, etc. Thus, the RSI screen is 

fundamentally no better than the SMA screen. It is only a very rough screen, not 

a precise analytical tool for measuring the potential for market power. Whether 

the screen is “passed” or not is simply a “yes/no” answer. These screens provide 

no indications, given the structure of the market, as to “how much” market power 

might be exercised. 

JUST TO BE CLEAR, IN YOUR OPINION, WOULD THERE BE ANY USE IN 

USING A METHODOLOGY, AS PART OF A MARKET POWER STUDY, 

THAT RELIED ON FERC’S NEWLY PROPOSED SMA TEST, ON FERC’S 

1996 APPENDIX A MERGER GUIDELINES, OR ON THE CALIFORNIA 

ISO’s RESIDUAL SUPPLY INDEX? 

No. In my opinion the use of any methodology, other than behavioral modeling, 

will not provide an analyst with any conclusive results regarding the potential for 

the exercise of market power in the utility system being analyzed. Passing these 

other tests for market power may be a reasonable necessary condition for passing 

a behavioral test, but it would certainly not be a suficient condition for passing a 

more rigorous behavioral test. Therefore, the behavioral approach to simulating 

market power must be used no matter what else is done. For example, there is no 

point in wasting time attempting to replicate FERC’s fairly complex Appendix A 

merger guidelines, because ultimately these guidelines rest solely on an 

interpretation of the resulting “I index that is totally arbitrary, and without any 
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theoretical foundation. 

In this regard, I also have attached Exhibit-(RAR-5), which is a letter I 

received from FERC Commissioner William Massey, who clearly recognizes the 

serious limitations of the “I. As Mr. Massey states, “I agree with your 

fundamental premise - that “I’s do not capture the dynamic nature of power 

markets. Market simulation models, properly structured, would be more accurate 

and useful.” 

DO YOU HAVE ANY FURTHER DISAGREEMENT WITH THE FOUR 

BASIC STAFF RECOMMENDATIONS THAT MR. ROWELL PRESENTS ON 

PAGE 10 OF HIS TESTIMONY? 

Yes, I also disagree with staff recommendation #3, which states, “other [non- 

reliability must-run (RMR)] generating units can be transferred [to unregulated 

affiliates] at the utilities’ discretion.” I disagree primarily because I believe that it 

is very likely that the market power study done to satisfy Staff recommendation 

#1 will show that all power plants in Arizona will contribute to the exercise of 

significant levels of market power, especially if they continue to be owned by the 

existing utility or an affiliate. Thus, Staff recommendation #3 should be clearly 

Q. 

A. 

coupled to the fact that any transfer of generation capacity should only take place 

if all the output from those generating units is provided to Standard Offer 

customers at a traditional cost-of-service price for the entire lifetime of the 

generating units through an appropriate PPA. Note that if this is done for non- 

RMR generating units, and if the output of all RMR units is also included in a 
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PPA at cost-of-service prices, then there will be no need to mitigate the RMR 

units for the market power that they could otherwise exercise. All the potential 

market power from both lunds of units (RMR and non-RMR) will already be fully 

mitigated. Thus, if a market power study is performed as a consequence of Staff 

recommendation #I, it will not need to contribute to developing a market power 

mitigation plan for TEP’s and APS’ existing generating units. It will, however, 

provide critical information as to whether a competitive bidding process can be 

structured for other new generating units within Arizona, or for sources of power 

from outside the state. 

ARE THERE ANY OTHER AREAS OF DISAGREEMENT THAT YOU HAVE 

WITH THE DIRECT TESTIMONY OF STAFF? 

Yes. I have a few disagreements with the direct testimony of Mi. Jerry Smith. 

On page 23 of his testimony, Mr. Smith states that 

resolving Arizona’s local transmission needs should be adopted and implemented 

by the Commission as part of this generic restructuring case.” I strongly agree 

Q. 

A. 

proactive approach to 

with this recommendation. Then Mr. Smith states that the ACC should establish 

“a framework for transmission expansion that retains traditional system 

reliability-based service values and yet assures consumers are not harmed by 

others’ direct access of [sic] the same transmission system for competitive 

wholesale market transactions.” (Page 23) Establishing such a framework, he 

states, will be a challenge, and, again, I agree. 

However, after this point in his testimony, Mr. Smith is not sufficiently 
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clear about what such a transmission planning framework would be like, and how 

it would be structured. He says on page 25 that one principle for structuring this 

framework is that “there should be sufficient transmission import capability to 

reliably serve all loads in a utility’s service area without limiting consumer access 

or benefit to more economical or less polluting generation located external to the 

service area.” Unfortunately, this “principle” or criterion is also very vague. 

What does it mean that there should be no limit to consumer access to more 

economical generation external to a utility’s service temtory? I assume that MI-. 

Smith does not mean this literally. 

What Staff seems to generally understand is that transmission planning 

cannot be done independently of generation planning, or at least this is what I 

hope they mean when this issue is discussed in their direct testimony. Generation 

and transmission planning are inextricably linked. One cannot do adequate 

transmission planning separately from generation planning and siting, even in the 

context of a market-based structure for wholesale generation. This implies that 

utilities in Arizona must return to an integrated transmission and generation 

system planning framework, and, specifically, an integrated least-cost system 

planning framework, as I have advocated in my prior testimony. 

One of my objections to the Staff‘s testimony on transmission issues is 

that they sometimes seem to imply that new transmission lines should potentially 

be constructed solely for the purpose of facilitating a more competitive generation 

market. In the context of least-cost planning principles, this would only be 
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appropriate if it leads to lower joint transmission and generation costs. However, 

once enough new transmission lines are built such that the supply system has 

achieved a least-cost plan, constructing more transmission will cost more on a net 

basis than will be saved by having a more competitive generation market. 

Indeed, other witnesses in this docket have pointed out that transmission 

system planning should not attempt to achieve a situation where there are no 

transmission constraints at all, especially into load pockets. The reason is, of 

course, that such a system would very likely deviate from a least-cost system. 

This is because it is likely that investing in the last transmission line needed to 

eliminate a load pocket entirely would not pay for itself in generation-related 

savings in the long run. After all, new generation can also be built within a load 

pocket, and doing so is often less costly than building new generation outside a 

load pocket and also paying for transmission into the load pocket. 

Least-cost planning implies having the optimal number of constraints in 

the transmission system. This will result, in turn, in total generation and 

transmission rates being just and reasonable. It also implies that transmission and 

generation rates cannot be considered to be just and reasonable independently of 

each other. To do so would not make sense. Because restructuring inevitably 

leads to an unbundling of rates and a bifurcation of regulatory functions between 

the ACC and FERC, this may make a coordinated determination of whether 

transmission and generation rates are just and reasonable more difficult. 

MR. SMITH ALSO RECOMMENDS THAT THE ACC SHOULD ORDER ITS Q. 
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JURISDICTIONAL UTILITIES TO COMPLETE A STUDY WITHIN 30 DAYS 

ANALYZING THE MERITS OF THE EXISTING DEPENDENCE ON RMR 

GENERATION WITHIN LOAD POCKETS, WHEN COMPARED WITH 

BUILDING NEW TRANSMISSION TO RESOLVE LOCAL TRANSMISSION 

IMPORT RELIABILITY CONSTRAINTS. DO YOU AGREE WITH THIS 

RECOMMENDATION? 

No, I do not agree with this recommendation. In light of my advocacy above for a A. 

joint least-cost planning framework for new transmission and generation, I 

suggest that Mr. Smith should re-state his recommendation to the ACC somewhat 

differently. First, he should recommend that the ACC order the utilities to 

perform a least-cost planning analysis to determine which new transmission lines 

and generating units they would construct over the next 10 years under the 

assumption that traditional rate regulation remained in effect. Such a study would 

then provide a benchmark for transmission planning and new power plant siting if 

electric industry restructuring is pursued in Arizona, in addition to providing a 

price baseline to which more market-oriented solutions to achieving such a least- 

cost plan could be compared. Such a least-cost plan would also provide a basis 

for deciding which type of new independent power plants should be built, and 

where. Finally, this least-cost plan would assist in structuring a competitive 

bidding process for generation in Arizona, if the ACC decides to do so. Of 

course, such a least-cost planning study should also include a comprehensive and 

detailed consideration of potential demand-side management and fuel switching 
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investments and programs, to the extent that they might be less expensive than 

Secondly, requesting that such a study be done within 30 days is far too 

fast. A good integrated least-cost planning study would probably take closer to 6 

months to complete. This is the kind of proactive study of Arizona’s transmission 

requirements that the ACC should pursue. This would also be the correct way of 
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determining to what extent certain designated power plants will need to be 

reliability must-run units for certain portions of the year. In addition, there must 

be the requisite degree of cooperation and communication among all the Arizona 

utilities so that they design transmission and generation system planning scenarios 

that are consistent with each other. Perhaps such a least-cost system planning 

study should also be performed in a more public setting with the active 

participation of all interested parties, similar to how I suggested that the proposed 

market power study be performed. 
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SECTION I11 - RESPONSE TO TUCSON ELECTRIC TESTIMONY 

Q. WHAT WAS YOUR GENERAL REACTION TO M R .  PIGNATELLI’s 

DIRECT TESTIMONY? 

My general reaction to Mr. Pignatelli’s testimony was quite favorable with regard 

to many of the points that he raised. This was particularly true for 

recommendations #I  and #2 described on pages 17-18 of his direct testimony. I 

believe that the gist of recommendation # l  was to request that the ACC 

thoroughly review the likely pros and cons of electric industry restructuring in 

Arizona from scratch, which was exactly what I recommended in my direct 

testimony also. Thus, I totally agree with Mr. Pignatelli that the ACC should 

review the basic premise that many parties may still believe, which is that electric 

“competition,” meaning restructuring and the deregulation of generation prices in 

Arizona, is in the public interest. 

A. 

As I have indicated in my direct testimony, I believe there are a very 

limited set of conditions under which restructuring might be in the public interest, 

and these conditions would only apply if TEP and APS are still required to build 

new electric generation on a traditional, regulated, cost-of-service basis, if that 

proves to be the lowest-cost way of providing the new generation supplies 

required to meet load growth. If the ACC does not maintain cost-of-service 

pricing as an option under a restructured future for the electric industry in 

Arizona, then I believe the economic risks to ratepayers deriving from the 
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potential exercise of market power, and other lost economic efficiencies of 

vertically integrated utilities, would be so great as to preclude restructuring from 

being in the public interest. Thus, I share Mr. Pignatelli’s skepticism as expressed 

on page 18 of his testimony, when he says, “I have to question whether 

competition is, in fact, the most appropriate regime for the electric industry.” 

DO YOU AGREE WJTH MR. PIGNATELLI THAT TEP SHOULD BE 

GRANTED A VARIANCE TO POSTPONE COMPLIANCE WITH THE 

ELECTRIC COMPETITION RULES? 

Yes. I agree with Mr. Pignatelli about the need for a variance with respect to the 

time period by when to comply with the Electric Competition Rules. However, as 

I explained in my direct testimony, I believe that all utilities in Arizona subject to 
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the current competition rules should be given a variance for one full year, not six 

months or so, as Mr. Pignatelli advocates, until the ACC decides how it wants to 

either proceed to restructure the electric industry in Anzona, or, alternatively, if it 

wants to return to traditional cost-of-service regulation for the foreseeable future. 

A full year delay is especially needed now if the ACC accepts the Staff‘s 

recommendations that a market power and system planning study be undertaken, 

in addition to undertaking further hearings on other policy issues that require 

further elucidation prior to the ACC deciding the future of restructuring in 

Arizona. 

DO YOU ALSO AGREE WITH MR. PIGNATELLI’s THIRD 

RECOMMENDATION THAT THE ACC SHOULD ADOPT TEP’s TRACK B 
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PROCEDURAL PROPOSAL? 

No, I do not support adoption of TEP’s Track B procedural proposal. There is no 

need for the ACC to adopt any procedural proposal for Track B issues yet, until 

the studies advocated by Staff are completed, if they are done. The results of 

those studies will, hopefully, provide new information that is likely to be highly 

relevant as to how and when Track B issues are pursued by the ACC. Thus, I 

believe that it is quite premature for the ACC to adopt any Track B procedures or 

procedural schedule. 

DO YOU HAVE ANY SIGNIFICANT DISAGREEMENTS WITH THE 

TESTIMONY OF OTHER TUCSON ELECTRIC WITNESSES? 

Yes, I do. Mr. Glaser discussed Tucson Electric’s plan to divest their 

transmission assets into a separate affiliate from the affiliate that would own the 

generation assets of the company. I do not agree with such an approach for 

several reasons. One reason is, as I discussed in my direct testimony, that such a 

divestiture and unbundling process for transmission would likely provide FERC 

with an additional legal basis to be able to set the rates for transmission to all 

retail customers, in addition to all wholesale customers, using the TEP 

transmission grid. This is because all transmission services would become a set 

of wholesale transactions carried out by an affiliate not regulated by the ACC, 

between the FERC-regulated wholesale providers of generation, and TEP as a 

A. 

Q. 

A. 

state-regulated distribution utility. If TEP’s transmission lines continue to be 

owned by the UDC, and if the costs of transmission continue to be bundled 
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together with distribution system costs as a joint bundled T&D rate, then FERC 

may have less ability to do what their Staff indicated to be their goal in their SMD 

whitepaper, namely to regulate the price and tariffs for all transmission. 

WHAT DO YOU CONCLUDE, THEN, ABOUT TEP’s PLANNED 

TRANSMISSION AFFILIATE? 

I recommend to the ACC that whatever the ACC decides with regard to how to 

proceed with restructuring electric generation in Arizona, the ACC should deny 

TEP’s request to establish a separate transmission affiliate. Thus, the ACC should 

not allow TEP (or APS, if they make a similar request) to divest their 

transmission investments to a new affiliate, or to an affiliate of an RTO. 

Q. 

A. 
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Q. 

A. 

Q. 

A. 

SECTION IV - RESPONSE TO APS TESTIMONY 

DO YOU HAVE ANY BASIC CRITICISMS OF THE TESTIMONY OF THE 

APS WITNESSES IN THIS CASE? 

Yes, I have several basic criticisms of the direct testimony of the APS witnesses 

in this case. For obvious reasons, perhaps, the APS witnesses deny the fact that 

if the divestiture of the existing APS generating units proceeds as planned, APS 

would be able to exercise substantial market power unless a fixed-price PPA is 

signed for all of the output of those generating units for their remaining 

operational lifetimes. Thus, APS does not carefully delineate the conditions 

under which the divestiture of their generation would be appropriate. 

In contrast, the APS witnesses seem to defend proceeding with divestiture 

under almost any conditions at all. Their main goal for restructuring seems to be 

to achieve the divestiture of all of their existing generating units to their own 

affiliate no matter what the implications of doing so would be. I find this 

approach to divestiture to be unacceptable because it ignores the various risks to 

ratepayers that could accompany divestiture under the various possible 

restructuring scenarios that the ACC might adopt. 

DO YOU AGREE WITH DR. HIERONYMUS’ USE OF AND 

INTERPRETATION OF FERC’s NEW PROPOSED SMA TEST FOR 

GENERATION-RELATED MARKET POWER? 

No, I do not agree with Dr. Hieronymus’ use of the new SMA test for generation- 

related market power that FERC has proposed. The main reason for my 
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disagreement with Dr. Hieronymus regarding the use of this test is that it cannot 

succeed in detecting all, or even most, scenarios in which market power can be 

exercised. I have discussed the shortcomings of this test above, as well as in 

Exhibit-(RAR-2) of my direct testimony in this docket, so I will not repeat all 

of those arguments here. The main point of those arguments is simply that a 

utility system that passes the SMA test may still allow for the substantial exercise 

of market power through strategic bidding and other strategic behaviors, and, 

thus, at best the test can only succeed in detecting a generation owner’s ability to 

exercise monopoly pricing power, if modified in a manner similar to that 

suggested in this docket by Mr. Roach. Clearly, the ability to exercise monopoly 

pricing would even be unacceptable to APS, and FERC has relied on cost-of- 

service or negotiated rates in similar circumstances in past cases. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? Q. 

A. Yes, it does. 
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Introduction 

Market power due to utility mergers has historically been of concern to players in, and 
regulators of, wholesale electricity markets. However, with the promise of deregulated 
retail electricity markets in many states throughout the country and the ensuing merger 
frenzy, the concern over market power is even greater and is shared by many more 
stakeholders. The exercise of market power in retail markets is a very important issue that 
must be given serious consideration both in current utility merger proposals and, more 
generally, in plans to restructure the generation industry into hlly competitive bilateral 
contract markets and spot markets. In merger-related market power analyses, it will be 
necessary to distinguish a utility’s increase in market power due to merging with another 
utility from a utility’s increase in market power due purely to the introduction of retail 
competition. It will also be necessary to learn more about the exact conditions that allow 
for the exercise of market power. 

Given the trend to consolidate the ownership of generation facilities and the pending 
introduction of deregulated electricity prices, the exercise of both verticul and horizontal 
market power is a strong possibility. Firms with moderate to high levels of concentration 
in generation markets andor with ownership in transmission and distribution facilities may 
have the ability to increase generation prices above truly competitive levels. In short, the 
potential ability of frms to exercise market power should be evaluated in light of known 
or likely changes in corporate structures (e.g., utility merger, utility divestiture of 
generation assets) and market structures (e.g., retail competition, bilateral contract 
markets, poolco-type spot markets), as well as in light of the factors which the Federal 
Energy Regulatory Commission (“FERC”) has identified in its new merger guidelines. 

mailto:heidi@tellus.org
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FERC’s Analytic Screen for Market Power 

Overview 

In December 1996, FERC put forth an updated Policy Statement that is applicable to 
proposed mergers between an electric (or an electric-gas) utility with another electric, gas, 
or electric-gas utility. In our opinion, these new guidelines are a great improvement over 
FERC’s old merger guidelines, which had been in place since 1966 when they were 
established in the Commonwealth Edison Company Case. Since that time, the changes in 
technology and public policy in the electric and natural gas industries have been dramatic 
and necessitate very careful market power analyses. FERC says in its Policy Statement 
that “we recognize that even in an open access environment, markets may not work 
perfectly or even well. This is particularly the case during the transition from a monopoly 
cost-of-service market structure to a competitive market-based industry.”’ The new 
guidelines provide an up-to-date context in which market power analyses for electric 
utility mergers should be performed, and follow closely the 1992 Horizontal Merger 
Guidelines of the Department of Justice (DOJ) and the Federal Trade Commission (FTC) 
that are applied to mergers in all industries. 

FERC’s new guidelines also identify some of the complexities of performing a sound 
market power analysis as part of a merger evaluation. For example, FERC stated that its 
“guidelines are just that - guidelines. They provide analytical guidance but do not provide 
a specific recipe to follow. Indeed, applying the guidelines to the electric power industry 
is one of our biggest analytic challenges, both because the industry is evolving very rapidly 
and because the industry has some unique features.”2 With regard to the first part of this 
quote, FERC’s message appears to be that the nature of merger filings must change 
relative to historical submissions to FERC. We agree that any sort of “cookie-cutter 
approach” would be inadequate in the face of retail competition. With regard to the 
second part of this quote, we agree completely and think that the analysis of market power 
in electric and electric-gas mergers is even more complex than FERC indicated in its 
guidelines. 

It is due to these complexities that we believe FERC’s latest merger guidelines still have 
several weaknesses, some more serious than others. Many of these relate to the specific 
steps of FERC’s analytic screen, as we discuss herein. However, one weakness is worth 
mentioning here in our discussion of the general context in which market power analyses 
should be performed, rather than in our discussion of the specific steps of FERC’s screen. 
In its guidelines, FERC did not make clear that one must consider the market power that 
each utility may possess under both wholesale and retail competition before the proposed 
merger occurs, and then consider whether a merger between the two utilities is likely to 
enhance any existing market power or create market power under both types of 
competition. This is a significant issue for the market power analyses of utility mergers 

Federal Register, Vol. 61, No. 251, page 68603,Z. Discussion. 
Federal Register, Vol. 61, No. 251, page 68600, C. Use of Guidelines. 
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because, as we have mentioned, it emphasizes the importance of distinguishing a utility’s 
increase in market power due to the introduction of retail competition from a utility’s 
increase in market power due to merging with another utility. With the simultaneous 
flurry of both restructuring and merger activity in this country, it is important to separately 
determine the relative increase in market power that each factor may cause. For certain 
utilities, it may be the case that gaining entrance into competitive retail markets would 
increase their market power much more than merging with another utility would under 
either wholesale or retail competition. In short, FERC’s new analytical framework can 
easily be applied to evaluating a utility’s market power both before and after the 
introduction of retail competition - its application should not be limited to evaluating 
mergers. Thus, we believe that FERC’s explicit recognition of this fact would be a 
significant improvement to its guidelines. 

FERC’s Analytic Screen3 

In its new guidelines, FERC identified three key factors that should be considered when 
evaluating a proposed merger: 1) the potential effect on competition, 2) the potential 
effect on rates4, and 3) the potential effect on state’ and federal regulation. It is the 
potential effect on competition, both wholesale and retail, that is the focus of our attention 
in this article. 

In order to try to identify proposed mergers that could negatively affect competition, 
FERC adopted the Horizontal Merger Guidelines of the DOJ and the FTC as the basic 
framework for its guidelines. The Commission’s “analytic screen” for detecting potential 
market power focuses on: 

1. identifying relevant product markets; 
2. identifying relevant geographic markets; 
3. measuring supplier concentration in the identified markets; and 
4. evaluating the implications of any changes in concentration. 

Regarding the role of FERC’s analytic screen, the Commission explicitly stated: “We 
intend to apply the analytic screen to mergers between f m s  that are not solely engaged in 
electricity markets, e.g., electric-gas  merger^."^ However, it. is very important to 
recognize that FERC did not provide any details about the methodological changes that 
are appropriate and necessary for applying this screen to electric-gas mergers. Thus, this 
is one of the areas in which FERC’s analytic screen could, and should, be improved. 

FERC’s “Competitive Analysis Screen” is discussed in detail in Appendix A of FERC’s Policy 
Statement. 

It is important to note that after the deregulation of generation, rate protection will only apply to the 
rates for transmission and distribution. 

FERC relies on state regulatory commissions to exercise their authority to protect state interests by 
detecting and mitigating market power. FERC will only step in if state commissions do not have such 
authority. 

Federal Register, Vol. 61, No. 25 1, page 686 10, D. Other Considerations. 
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Below, where we address the four components of FERC’s screen, we suggest how each 
one might be interpreted to analyze an electric-gas merger. 

Relevant Product Markets 

The first step in FERC’s analytic screen is to identify relevant product markets. In 
general, each product sold by the utilities proposing to merge should be grouped along 
with those products which, from a buyer’s perspective, are good substitutes for each 
product in order to form a single product market. 

Recall the quote we cited earlier in which FERC noted that the electricity industry has 
some unique features. Indeed, electric product markets differ from other product markets 
in a number of fundamental ways. In most parts of the country, electricity cannot be 
stored in significant quantities, it does not have any substitutes for certain end-uses, it does 
not have many readily available substitutes (at least in the short term) for certain other 
end-uses, and it can only be transported along existing transmission and distribution lines, 
which cannot easily be expanded. In addition to these distinct characteristics, electric 
generating systems typically consist of baseload, cycling, and peaking units. These 
different units are designed to operate economically over different time intervals and at 
different capacity factors in order to provide a least-cost mix of different electricity 
products, which vary widely in terms of price. As we will discuss later, in competitive 
bilateral contract markets these different generating technologies will likely form the basis 
for different electric product markets which can be further subdivided into short-, medium- 
, and long-term submarkets. 

In past utility mergers, FERC has differentiated electricity into just three wholesale 
product markets: non-firm energy, short-term capacity and energy, and long-term capacity 
and energy. FERC stated in its recent merger guidelines that “these remain reasonable 
products under the prevailing institutional arrangements.. ., [although] We would expect to 
see greater precision in product differentiation as market institutions de~elop.”~ 
Regarding the first part of this quote, we would argue that the way in which FERC 
differentiated wholesale electricity products in the past is no longer reasonable, especially 
for competitive retail markets. In our opinion, FERC grouped “good” substitutes with 
“bad” substitutes. For example, FERC did not break down longlterm capacity into the 
three subcategories mentioned above, namely baseload, cycling, and peaking, a break 
down which we believe is necessary even under “prevailing institutional arrangements.” 

We believe that the specific structure of competitive markets will help determine how to 
differentiate different product markets. For those products and services sold in bilateral 
contract markets, it seems that the three broad product categories would be baseload, 
cycling, and peaking power. Contracts for these products would be fkrther differentiated 
into short-, medium-, and long-term contracts, and product delivery would be either firm 
or interruptible. However, for those services sold in a poolco-type spot market, where 

’ Federal Register, Vol. 61, No. 251, page 68607, B.1 Identijjy the Relevant Products. 
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there is a single market clearing price in each hour for all generation, it seems that the 
three broad product categories would be peak, shoulder, and off-peak generation on both 
a daily and seasonal basis.’ FERC unfortunately appears to have overlooked the critical, 
yet simple, point that the characteristics of a competitive market structure will help 
determine how to differentiate product markets from one another. Hence, its guidelines 
could be improved by including this observation and by illustrating its implications. 

It is important to remember that different products may still be grouped in the same 
product market if they are good substitutes for one another. For example, two successive 
10-year contracts for baseload power are probably a good substitute for a one 20-year 
contract for baseload power, even though the products are differentiated by contract 
duration. In order to identify good substitutes from the perspective of a buyer in the 
electricity market, we emphasize that one must consider three factors. First, one must 
consider end-use services such as space heating / cooling, water heating, cooking, 
industrial applications, and electric generation. Secondly, one must consider substitute 
fuels at the end-use. Competition may exist among fuels including electricity, gas, 
propane, oil, coal, and renewables. Finally, one must consider the characteristics of the 
end-use customer. For example, different customer groups have different demand 
elasticities in the short-, medium-, and long-run. In the short-run, a residential customer 
with electric space heating is unlikely to be able to switch immediately to an alternative 
fuel if electricity prices spike, whereas an industrial customer may be able to quickly 
switch to an alternative fuel to operate some pieces of equipment. Since price elasticities 
of demand are the lowest in the short-run, especially for small consumers, suppliers can 
exercise price discrimination across customer groups. 

Furthermore, the life-cycle economics of end-use equipment may influence the potential 
market power of an electric supplier. Let’s return again to the case of a residential 
customer with electric space heating equipment who is facing high electricity prices. Since 
this customer has already paid for the heating equipment, she must weigh the total cost of 
electricity (Le., the unit price of electricity times the units consumed by the equipment) 
against, for example, the total cost of natural gas (i.e., the unit price of gas times the units 
consumed by the equipment) plus the cost of the new gas equipment. Whether or not the 
customer decides to switch to gas will depend, in part, on how old herhis electric space 
heating equipment is. In general, though, switching from electricity to natural gas will 
only be cost-effective for this customer when the total cost of electricity, which is driven 
by the unit price of electricity, becomes high enough to justify the capital investment in 
new gas equipment. Thus, electricity suppliers may be able to increase their prices that 
they charge residential space heating customers above competitive levels while still 
keeping their prices below the “break even point” where customers will switch fuels.’ 

FERC explicitly cites the possible legitimacy of using time differentiated products, but does not connect 
this basis for differentiation to the types of market structures. (Federal Register, Vol. 61, No. 251, page 
68607, B.1. IdentzJj, the Relevant Products.) 

This scenario assumes that the customer is “rational,” in the economic sense of the term. 
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The above discussion about identifying relevant product markets has important 
implications for evaluating the market power of either an electric-electric utility merger or 
an electric-gas utility merger. Clearly, consideration should be given not only to “supply- 
side” electric product markets but also to contested end-use markets. FERC does not 
mention this key point in its Policy Statement. Nor does it mention that the life-cycle 
economics of electric end-use equipment may help determine the pricing power of 
unregulated suppliers in the short, medium, and long term. Finally, FERC does not 
mention that in electric-gas utility mergers, the electric generation division may be a gas 
consumer as well as an electricity producer through its ownership of gas-fired generating 
units, thereby potentially providing more ways for the entities in an electric-gas merger to 
exercise market power. 

Relevant Geographic Markets 

The second step in FERC’s analytic screen is to identify the relevant geographic market 
for each product sold by the merging utilities. This involves identifying the potential 
suppliers that could compete in each product market. A relevant geographic market in an 
open access transmission environment should be determined by competitive suppliers’ 
abilities to reach the market both economically and physically. Making this determination 
requires a detailed analysis of generation and transmission costs, physical transmission 
constraints, and the generating capacity at different locations that would actually be 
available to compete. 

FERC explained in its Policy Statement that determining the economic capability of a 
competitive supplier to reach a market should be accomplished using a “delivered price 
test,” which accounts for the supplier’s generation costs and the price of transmission 
service, including ancillary services and losses.” We note that if a gas supplier is being 
considered, its delivered price may also include the price of storage. According to FERC 
(and DOJ), potential suppliers should be included in a geographic market if they could 
deliver the product or acceptable substitutes to a customer at a cost no greater than 5 
percent above the competitive price to that customer.” However, we believe that a 5 
percent price increase is too small to be the appropriate criterion for determining the 
geographic parameters of most electric product markets. One reason is that within a 
properly defined electric product market (i.e., a product and its- substitutes), the price 
spread is likely to be significantly greater than 5 percent. A second reason is that a 5 
percent price increase is comparable to, or even smaller than, each additional transmission 
tariff that might have to be paid by a competitive supplier from outside the service 
territory of the merging utilities. Thus, a 5 percent increase in a product’s price might not 
be big enough to allow competitors outside of the service temtory to economically reach 
the relevant product market. These two reasons, which are expanded upon below, also 
hold true for defining geographic markets for gas products. The implication of these 
considerations is that there is a strong interactive linkage between properly defining both 
product and geographic markets for electricity and gas. 

lo Federal Register, Vol. 61, No. 251, page 68607, B.3.a Delivered Price Test. 
Federal Register, Vol. 61, No. 251, page 68607, B.3.a Delivered Price Test. I 1  
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Using changes in the delivered price to measure the geographic scope of possible 
competition within a product market is itself much too simplistic for industries as complex 
as those for electricity and gas. In the case of the electric industry, a simple price 
differential test cannot account for the complicated interactions between different 
generation sources and the system dispatch that together allow different products to 
substitute for one another in subtle and complex ways. Even just changing the contract 
duration of an electric or gas product might change the average price by more than 5 
percent, and yet the two products might be excellent substitutes for each other. Applying 
a delivered price test of 5 percent to the electric industry for the purpose of defining 
geographic markets might make sense if FERC’s three traditionally defined wholesale 
product markets (Le.’ non-firm energy, short-term capacity and energy, and long-term 
capacity and energy) were appropriate for a fully competitive electric industry. For 
example, if the price of electricity were averaged over the entire load to be served by long- 
term energy and capacity within a given service territory, then 5 percent might be a large 
enough price differential to define the geographical boundaries of the relevant product 
market. However, as we discussed earlier, FERC’s three traditionally defined product 
markets are not appropriate for fully competitive electric bilateral contract markets or spot 
markets. Thus, price differentials of 5 percent will not be large enough to identify all of 
the good product substitutes, and the geographical location of their suppliers, that could 
economically compete in the relevant product market. This point is illustrated in the 
examples presented below. 

In a bilateral contract market for baseload power with load factors between 80-100 
percent, a 5 percent price increase would certainly define too small of a range within the 
full range of prices for this product. For example, if an existing generating unit could 
offer baseload power at 20 mills per kwh at high load factors, a 5 percent price differential 
would imply looking only at competing generating units with delivered prices between 20 
and 21 mills per kWh.12 This would probably limit the geographic market to those 
baseload generators located within the merged utility’s own service territory because 
transmission costs would prevent all generators located outside of the utility’s own service 
territory from economically ~ompeting.’~ (And there may not even be any other units 
located in the utility’s own service territory with a price in this narrow range!) Adding the 
cost of just one additional transmission tariff would almost certainly add more than 1 mill 
per kWh to the delivered price of the product, since transmission tariffs average about 5 
mills per kwh nationally. Unless a generating unit in a neighboring service territory had a 
competitive price of less than about 16 mills per kWh for the relevant product, it would 
not likely be able to compete with a 20 mill per kwh unit in the neighboring service 
territory. In addition, there may be very few, if any, units actually available that could bid 
such a low price as 16 mills per kwh. For all electric products, where the marginal costs 
might vary from 10 mills per kwh to 160 mills per kwh, a price differential of only 5 
~~ ~ 

l 2  Ibid., FERC uses a very similar example on page 68608, B.3.a Delivered Price Test. 
l 3  Ibid., this would conflict with FERC’s assumption that geographical markets would include at least 
those utilities “directly interconnected to either of the merging parties.” (page 68607, B.2. Geographic 
Markets: Identzfjt Customers Who May Be Affected by the Merger.) 
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percent would sub-divide the general product market into 56 price brackets. Therefore, if 
a 5 percent delivered price differential were used, the market power analysis would not 
only be too complex, but it would also be inaccurate because the relevant geographic 
market for each electric product would be incorrectly defined much too narrowly. 
Delivered price differentials as large as 30 - 50 percent may be needed to properly define 
electricity markets. For example, a delivered price differential of 50 percent would sub- 
divide the aggregate electricity market into seven price brackets, each representing an 
electric product market. This may be a large enough number of markets to analyze for 
signs of market power. 

Regarding an electric supplier's physical access to customers and markets, we recommend 
that careful consideration be given to how physical transmission constraints that form load 
pockets could create or maintain barriers to entry into the generation market and enhance 
the potential abuse of market power by unregulated generation companies. When 
evaluating the market power of an electric utility in a contested end-use market, 
consideration should be given to constraints in both the electric and gas 
transmissiodtransportation and distribution systems. For example, a local distribution 
system for gas may not reach all customers, or control of gas supplies in an electric load 
pocket might exacerbate utility market power in both fuel industries. 

Even if a product from a nearby region could compete economically and physically with a 
locally supplied electric or gas product, it would only be a viable competitive alternative if 
it were a~ailable. '~ For example, if electric generation from a given facility were already 
under contract, if the facility were down, or if the product could be sold more profitably 
elsewhere, then it would not be available to compete. All of these considerations imply 
that the sizes of geographic markets are likely to be different for each different electric and 
gas product, and they will change over time due to changes in costs (i.e., generation, 
transmission, ancillary services, losses), physical constraints, and plant availability. Thus, a 
relevant geographic market may not be nearly so extensive as many electricity analysts 
(including FERC) assumed in most previous market power studies once all these factors 
have been taken into account. 

This point can be illustrated by FERC's conclusion in the Baltimore Gas and Electric 
Company (BG&E) / Potomac Electric Power Company (PEPCO) merger case, namely 
that all of PJM is the relevant market for capacity. While this may be true for low cost 
baseload units that are dispatched early in the merit order before any transmission 
congestion might occur, this may not be true for peaking capacity. Since peaking capacity 
is always dispatched last in the dispatch order, many transmission constraints may already 
have developed, and peaking units in central Pennsylvania may not be able to physically 
serve load in northern New Jersey. In addition, the fixed costs of transmission that must 
be spread over the relatively few hours of operation of a peaking unit may prevent some 
peaking units from economically competing with other peaking units, even if only one 
additional transmission tariff must be paid. 

l 4  Ibid., FERC supports this additional test on page 68608, B.3.a Delivered Price Test. 
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Another analytical weakness of the second step in FERC's analytic screen is that the 
Commission does not sufficiently stress the need to analyze relevant geographical markets 
based on major load centers as a focal point. In our view, the potential competition 
between substitutable supply-side products cannot just be considered in the abstract as 
FERC has typically done, such as all capacity within PJM. The analysis needs to proceed 
from the perspective of products competing in different end-use markets of different sizes 
that are located in different load centers.ls Seen from this perspective, the geographical 
boundaries of each product market serving each load center will overlap in very complex 
patterns, and the ability of generation owners or gas producers to exercise market power 
in any given load center must be determined simultaneously with their ability to exercise 
market power in all other load centers in which they can compete on an economic, 
physical, and availability basis. Thus, we believe that in the past, FERC and DOJ have not 
focused sufficiently on linking electricity supplies to electricity demand in the complex 
ways indicated above to properly define markets. These complexities are the reason why 
the methodologies described in DOJ's merger guidelines cannot be used in the electric and 
gas industries without being revised. As we will discuss below, the only way these 
complex linkages can be analyzed adequately is via joint simulation modeling of electric 
and gas systems. 

Analyzing Market Concentration 

Based on FERC's new guidelines, the Commission will continue to screen mergers for 
market power using the Hefindahl-Hirschman Index ("I), presumed to be an indicator 
of the potential for market power. The "I is the sum of the squares of the market shares 
of all of the suppliers in a given market. As examples, a market in which there are five 
firms with equal market concentrations has an "I of 2,000, and ten such firms means an 
"I of 1,000. The DOJ and the FTC consider a market "unconcentrated" if its "I falls 
below 1,000, "moderately concentrated" if its "T lies between 1,000 and 1,800, and 
"highly concentrated" if its "I is in excess of 1,800. These generic breakpoints in the 111 
range of "I values, called "safe harbors," have been adopted by FERC. It is important to 
understand that FERC is simply assuming that these safe harbors, which have in the past 
been applied to other industries, are valid for the electric industry. We believe that this 
assumption is a major weakness of FERC's new merger guidelines. 

FERC correctly points out that "supply and demand conditions in electricity markets vary 
substantially over time, and the market [power] analysis must take these varying conditions 
into account. Applicants should present separate analyses [emphasis added] for each of 
the major periods when supply and demand conditions are similar.1116 Because a separate 
market power analysis must be done for each product market identified, FERC explicitly 

l5 Ibid., FERC's only discussion of the need to focus on load occurs on page 68607 when it states that 
"applicants are expected to provide product-specific delivered price estimates for each destination market 
or customer." 
l 6  Federal Register, Vol. 61, No. 251, page 68607, B.3. Geographic Markets: Identih Potential Suppliers 
to Each Identifed Customer. 
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states that koncentration statistics should be calculated using the capacity measures 
discussed above for each relevant market identified."17 FERC also explicitly states that this 
means that the "I and single fmn market shares must be presented for each product, for 
each geographical market, for each key time period, etc. If taken literally, this implies the 
need for dozens, if not hundreds, of "I calculations. Then, the pre- and post-merger 
results need to be compared. 

It is important to note that FERC's requirement for "I values for each electric market is a 
significant change relative to the way market power studies have been done in the past. 
However, this new approach was not taken by Baltimore Gas and Electric Company 
(BG&E) and Potomac Electric Power Company (PEPCO) in their analysis of market 
power in wholesale power markets impacted by their merger, even though this was the first 
merger approved by FERC since its new guidelines were issued. FERC's new requirement 
is also significant because it raises a very imporbnt conceptual problem that FERC seems 
to have ignored, namely the problem of how it will interpret the results of potentially 
dozens of "I values for different products impacted by a single merger. In other words, 
how should an analyst weigh the results of how each "I value compares to the generic 
safe harbors (which may not even be appropriate for the electric industry) in order to reach 
a "bottom-line" conclusion as to whether a merger will increase market power by too great 
an extent. Some of the changes in "I values for a given product may pass the generic 
safe harbors, and some may not. What then?18 If the index were tailored properly to each 
particular type of market structure, then from the definition of the index one would know 
how the results for each sub-market should be combined to produce a valid index of 
market power for the entire market. In short, there is a major omission in FERC's new 
market power guidelines, namely a "recipe" for how to reach an overall conclusion. 
Without such a recipe, one could argue that FERC's analytic screen is incomplete. 
However, as we discuss later, there is a solution, namely simulation modeling. 

We believe that the reason why this serious conceptual problem arises in the first place is 
because the "I is far too simplistic an index to measure market power in an industry as 
complex as the electric industry. While the "I may or may not be a usem tool to assess 
the potential for market power in other industries, we do not believe that it is an 
appropriate measure for analyzing market power in the electric industry. This is true from 
both an empirical and a theoretical perspective. Thus, as we will descibe below, we see no 
need for use of the "I, but rather a need for a very different overall approach to analyzing 
market power. 

First of all, there is nothing fundamental in economic theory that would lead to the 
conclusion that each firm's market concentration should be squared in order to weight it, 

" Federal Register, Vol. 61, No. 251, page 68608, B.4. Analyze Concentration. 
l8 FERC suggests that if some products do not pass the HHI test and some do, "remedial conditions would 
be explored at this stage" for the products that do not pass. (Federal Register, Vol. 61, No. 251, page 
68607, A. Consistency With DOJ Guidelines.) We would argue that one should not do a separate mitigation 
analysis for each for each product market differentiated by time period and region, as FERC suggests. 
Mitigation strategies for each product market must be coordinated. 
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and then simply added to the squares of the market shares of each of the other f m s  in the 
relevant market, as the "I does. There is no theoretical basis for squaring each firm's 
market share, as opposed to, say, cubing the market share of each fm. It may be the case 
that for the electric industry, in contrast to some other industry, cubing each f m ' s  market 
concentration might provide a more accurate index of market power abuse. Similarly, 
there is no reason to believe that the squares of each fm's  market concentration should 
just be added together. Different f m s  with the same level of market concentration may be 
able to exercise more or less market power depending on factors such as transmission 
constraints, their cost structures, etc. In fact, DOJ cautioned FERC about this point by 
saying "not all market shares are equal."" 

In fact, it is very likely that the same values of the "I calculated for different electricity 
markets should have different interpretations, particularly if the structure, size or m e  of 
one market is very hfferent from that of another. For example, an "I value of 1800 may 
imply no significant impact on prices in one sub-market (e.g., a 20,000 M W  long-run 
baseload market), but a serious problem in another sub-market (e.g., a 5,000 MW short- 
term cycling market). One cannot tell until the relevant studies for electric sub-markets are 
completed. In fact, in discussing its analybc screen, FERC made a similar point when it 
stated that it "has insufficient experience to adopt at this time specific thresholds for the 
various possible combinations of "I and length of time at which the [transmission] 
constrained periods would be problematic."2o 

Finally, the "I is probably not a usell measure of potential market power abuse in the 
electric industry, even when applied to correctly defined product and geographic markets, 
because the structure of the electricity generation market isfundarnentally dzferent from 
most other commodity markets to which the "I has been applied previously. The "I 
does not and cannot take transmission constraints into account, except to the extent that 
these constraints are used to define the relevant geographic region. It does not factor in 
transmission pricing constraints between generating units and consumers, it does not 
address the degree of substitutability of other products for electricity, and it does not 
address the degree of ease of entry of new generation into each sub-market. 

The most important point is that a simple index like the "I does not, and cannot, take the 
unique features of the electric industry structure in each region into account. For example, 
it does not take into account the differences between bilateral contract markets and a 
poolco.2' Furthermore, in the electric industry, sub-markets do not operate in isolation 
from each other, and yet the "I for one sub-market cannot take into account how that 

l9 Federal Register, Vol. 61, No. 251, page 68615, II.B.1. Market Shares. 
*' Federal Register, Vol. 61, No. 251, page 68609, B.4. Analyze Concentration. 

For example, an HHI of -350 or lower is needed to avoid a 5 percent price effect in a pure poolco 
without contracts for differences. (Aleksandr Rudkevich, Max Duckworth, and Richard Rosen, Modeling 
Electricity Pricing in a Deregulated Generation Industry: The Potential for Oligopoly Pricing in a 
Poolco. Tellus Institute, 2/12/97.) 
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sub-market interacts with and affects other sub-markets?2 Finally, the "I does not take 
the shape of the generation supply cost curve into account which is likely to determine the 
relative importance of each sub-market in leading to market power within the overall 
market structure. 

Tellus 

In short, the "I is mathematically incapable of taking into account existing unique 
characteristics of the electric industry or potential future changes in its structure. In 
addition, there is no way of knowing whether an "I of 1800, 1000, or some other value 
should be interpreted as the starting point for potential market power under wholesale or 
retail competition because, to the best of our knowledge, no adequate empirical studies of 
the electric utility industry have ever been done to validate that assumption, even for 
wholesale markets.23 Furthermore, it is certainly true that no adequate empirical studies 
have ever been done for retail competition because it has never existed. Thus, there is not 
any solid analyt~cal basis specific to the electric utility industry that would allow one to 
conclude that an HHI result of 1,000 or lower in an electric sub-market indicates that there 
is little or no danger of market power abuse.24 Even former assistant attorney general 
William Baxter, the originator of the Guidelines, wrote that setting a safe-harbor "I of 
1,000 was "as much a political anchorage ... as because anyone thought that nicely round 
number was right.1125 Thus, until more detailed market power studies using the "I have 
been done for relevant sub-markets in the electric industry, there is not even a valid way to 
interpret particular values of the "I in terms of their potential implications for the abuse 
of market power, even if one believed that the mathematical structure of the "T was 
appropriate. 

The Need for Simulation Modeling 

Based our criticisms of the "I, we strongly oppose FERC's reliance on this index to 
screen for the potential exercise of market power due to mergers or its potential application 
to the present or future structure of the electric industry. Instead, we support relying on 
simulation modeling of the relevant electricity market structure.26 Simulation modeling will 
allow one to directZy compute the impact of any particular pattern of concentration of 

Put mathematically, the index has no "cross-terms" to account for these effects. A cross-term is a term like the 
square of a single company's market concentration for one product, whereby the market concentration of the 
company in one sub-market is multiplied by its market concenttation in another sub-market. 
23 While FERC does warn against strict interpretation of HHI results, it does not acknowledge that the 
HHI values may not have a theoretical or empirical basis for the electric industry. (Federal Register, Vol. 
61, No. 251, page 68609, B.4. Analyze Concentration.) 
24 Refer to the comments made by EEI and others to FERC, quoted on page 68615, II.B.2. Measuring 
Market Concentration. 
25 William F. Baxter, "Antitrust Policy," in Martin Feldstein (Ed.), American Economic Policy in the 
1990s (University of Chicago Press, 1994), p. 610. 

26 By simulation modeling we simply mean any computer-based approach to simulating the behavior of an 
electricity market structure, including dispatch rules and transmission system behavior, as load varies over 
time. 
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resource ownership on overall market prices. Thus, the use of simulation modeling means 
that an index of market power is not needed. However, one wlll still need to identify how 
much of a price impact would represent unacceptable market power. 

We find that recently there are a growing number of electric utility analysts who realize that 
simulation modeling is the only adequate approach to assessing market power.27 
Furthermore, the use of simulation modeling to analyze the degree of market power abuse 
that may be due to a merger is entirely consistent with FERC’s new methodology. 
Realistically, we believe that the only way to carry out the market power assessment 
described by FERC is to create a simulation model, especially since FERC correctly 
requires separate analyses for all significantly different time 

The market power analysis for any given product or end-use service will need to be 
performed simultaneously for the region / load center of interest and neighboring regions / 
load centers. Simulation modeling will be necessary to identlfy the myriad potential 
combinations of supply resources that could be used to meet different consumers’ demands 
in different time periods under different assumptions about product substitutability (for 
both supply and end-use products), cost, transmission and distribution constraints, and 
resource availability. Such a model must present a sufficiently realistic analysis of the 
regional energy markets, including resource dispatch, hel-switching, conservation 
alternatives, price elasticities of demand, and transmission/transportation system 
operations. The fact that aggregators and individual consumers will attempt to meet their 
load on a least-cost basis will provide an overall constraint on the demand for different 
electric products given the price differentials among them. Since relevant product markets 
in the electric industry will not have rigid boundaries - physical, economic, or otherwise - 
multi-regional models will be required. The models will also need the flexibility to 
accommodate different structural rules.29 It would appear that FERC did not realize how 
complex its prescribed methodology would be in practice. 

Conclusion 

FERC’s new merger guidelines, particularly its analytic screen, provide much more detail 
about how to analyze market power in the electric utility industry than any previous set of 
merger guidelines. Thus, they represent a significant step forward. In addition, FERC’s new 
guidelines are equally applicable for analyzing the potential market power of electric and gas 

*’ These analysts include Mark W. Frankena (Prepared Testimony Before the Public Service Commission 
of Nevada, Docket No. 95-9022), and Lewis J. Per1 (“Measuring Market Power in Electric Generation”) 
Antitrust Law Journal, Vol. 64, Winter 1996: pages 31 1-320. 
** FERC hints at the need for simulation models when it states that its screen analysis will have to evolve 
with industry restructuring, and that “flow based network models that include constraints on transmission 
networks are likely to be needed for the screen analysis” (Federal Register, Vol. 61, No. 251, page 68610, 
D. Other Considerations). Flow based network models are one aspect of simulation modeling. Since 
industry restructuring is well underway at the federal level in the form of power pools proposing to 
become spot markets, FERC should not wait any longer to adopt simulation modeling. 
29 One simulation model that the authors recently reviewed assumed that all load centers were served by pure 
poolcos. This is not a very good assumption. 
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Critique of FERC's New Merger Guidelines Tellus 
Institute 

utilities under restructuring scenarios, not just under merger proposals. Therefore, we believe 
that FERC should use its new guidelines to analyze the potential for market power in recently 
filed power pool proposals to establish poolco-type spot markets. Similarly, state public utility 
commissions should use FERC's guidelines for analyzing market power in deregulated 
generation markets. 

Though the guidelines represent a si&icant step forward, they still require improvement in 
many ways, and they still contain the rudimentary element of reliance on "I safe harbors. 
We have shown why continuing to rely on the "I is both inappropriate and impractical. In 
our view, this element of FERC's guidelines should be eliminated in favor of simulation 
modeling, which appears to be the only way of accomplishing the type of analyses that FERC 
now requires. Perhaps some day, when many market power analyses have been performed for 
a completely deregulated electric generation industry, analysts will be able to identify some 
simple rules of thumb or simple safe harbor guidelines that can be used to detect market 
power. However, that day will not come until the hard work of analyzing the potential for 
market power in many regions of the country has been done at a highly proficient level in a way 
that only simulation modeling wiU accomplish. 
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SummarylIntroduction 

This paper shows that analyses of market power for wholesale electric markets are best 
done using electricity market simulation models rather than the more commonly used Hirschman 
Herfendahl Index ("I). Market simulation models are more useful than "I in determining 
price impacts due to the exercise of market power, since the "I is far too simplistic to capture 
the dynamic nature of electricity markets or the behavior of market participants. 

Electricity Markets and Market Power 

Until restructuring in the electric industry began, wholesale electricity markets were primarily 
based on bilateral contracts and cost-based power pools. Distribution utilities would enter into 
cost-based, long-term contracts to meet baseload demand when doing so was less expensive than 
generating their own power. As demand varied on a short-term basis from their forecasts, 
distribution utilities would also enter into cost-based short-term transactions in order to match 
actual demand with supply.' Power pools arose to normalize these short-term transactions on a 
variable cost basis. 

Restructuring of the electric industry has led several states to transform cost-based bilateral 
contract markets or power pools into deregulated poolco markets. These states include 
California, Connecticut, Delaware, Maine, Maryland, Massachusetts, New Hampshire, New 
Jersey, New York, Pennsylvania, Rhode Island, and Vermont. Thus far, only Illinois has 
deregulated its electric industry without creating a formal poolco or power exchange. 

Poolcos are similar to power pools in that they operate in the short term, but differ in that the 
price of power is determined by market forces, not regulation or costs.- In areas where poolcos 
are established, as current bilateral contracts expire and if poolcos prove profitable2 to generation 
owners, most power will eventually be purchased through poolcos rather than on contract. 

In a poolco market, generation owners send bids to the system administrator for each unit 
they own. These bids represent the prices at which owners are willing to sell power from specific 
units for a specified time period, usually the next 24 hours. The system administrator dispatches 
units in order of lowest to highest bid as needed to meet demand for all participants on a 
continuous basis. The bid price of the last unit dispatched during any given hour sets the market 
clearing price for that hour. All units dispatched during that hour receive the same market 
clearing price regardless of the unit bid price. 

If an LSE's demand were higher than expected for a given period, exceeding supply, that LSE could buy 
extra power through short-term firm contracts. Conversely, if an LSE's demand were lower than expected, 
that LSE could sell excess power through the short-term market. 
* Profitability is a function of the market price of electricity, costs, and risk. 

1 
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A perfectly competitive poolco is one in which generation owners bid their production costs 
(or short-run marginal costs). Market power refers to the ability of one or more generation 
owner(s) to manipulate the market to their advantage for a sustained period of time, causing 
prices and profits to increase. 

Exercising Market Power 

In a poolco, generating firms have an incentive to increase the market clearing price since it is 
paid to all units dispatched in each time interval. There are two principal mechanisms by which 
firms may exercise market power in a poolco. The first mechanism, strategic bidding, involves 
firms’ bidding prices above the production costs of their generating units with the intent of 
forcing up the market clearing price.3 The benefit of “bidding up” the market clearing price can 
outweigh the risk of being undercut by a competitor. In fact, the strategy of “bidding up” the 
market clearing price is always more profitable, as will be demonstrated below, than bidding 
marginal costs.4 

This first mechanism, strategic bidding, is facilitated by the fact that the bids submitted by 
generating f m s  apply to the next 24-hour period. Since the demand for electricity fluctuates 
over any 24-hour period, firms can anticipate these changes in demand in their construction of a 
strategic bidding schedule for this period. Generating firms can construct strategic bidding 
schedules such that market clearing prices exceed the short-run marginal costs of generation in 
almost every hour of the day and still remain safe from being undercut by competition. 

Strategic bidding could also prove to be a factor in future bilateral contract markets. As 
owners find that they can “bid up” the price of electricity in poolcos and spot markets, they will 
only enter into future bilateral contracts if the expected profitability of those contracts is as high 
as what they can expect in the spot market. Therefore, strategic bidding in poolcos and spot 
markets is likely to have a direct impact on bilateral contract prices. If owners in a poolco market 
are found to have market power, then those owners would almost certainly also have market 
power in a bilateral contract market. 

The second mechanism for exercising market power involves f m s ’  withholding some of 
their capacity in the bidding process in an effort to cause more expensive units higher up the 
system-wide supply curve to set the market clearing price than would otherwise be the case. 
Firms that attempt this strategy must ensure that the foregone revenues from not dispatching 
some of their &-marginal capacity are more than offset by the additional revenues paid to their 
actually dispatched capacity. Newbery (1995) has shown that capacity withholding may be 
profitable to electric generating f m s  whose market shares range betiveen 10 percent and 40 
percent, while Wolak and Patrick (1997) have shown empirically that this mechanism has been an 
effective way to exercise market power in the electricity spot market of England and Wales. 
These results are not surprising; capacity withholding is a classic approach to exercising market 
power in any market. 

Market Power Measurement 

HHI 

This paper assumes that there is a separate market for capacity in addition to the energy poolco. 
Rudkevich et al. proved under certain conditions that a Nash Equilibrium exists in a poolco such that any 

firm that deviates from strategic bidding has lower profits than firms that engaged in strategic bidding. 
“Modeling Electricity Pricing in a Deregulated Generation Industry: The Potential for Oligopoly Pricing in 
a Poolco,” the Energy Journal. Vol 19, no. 3. 
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The analysis of market power in the electric industry traditionally relied on the Hirschman- 
Herfendahl Index ("I), a measure of market concentration. Since most wholesale power was 
sold at cost-based, FERC-approved prices, market power was unlikely to be exercised at all. 

The "I is a static index that cannot capture dynamic market effects such as strategic bidding 
and capacity withholding. The "I also does not account for: 

market structure; 
transmission constraints; 
transmission costs; 
the balance of supply and demand; and 
the pattern of ownership over the supply curve. 

The "I simply measures market concentration for a geographic area and/or a product 
market, which is defined fairly arbitrarily by FERC's Appendix A "I methodology as the 
region into which electricity can flow within 5 percent of the market price.' 

The "I is calculated by the following formula: 

HHI = CS;  
where S is the ownership share of each firm in the market, with Si = 100% .6 

The assumption underlying the use of the "I for market power analysis is that market 
power is directly related to market concentration. Proponents of the "I would argue that since a 
monopoly owner can exert unlimited market power, a market that resembles a monopoly lends 
itself better to the exercise of market power than a more competitive market. Although this is 
true, the ability to exercise market power in electricity markets depends on much more than 
market concentration? We have found that there is no clear causal link between the "I (or 
changes in the "I) and changes in market price. In fact, we are unaware of any study that has 
ever been performed that provides a statistical link between "I values and market power 
impacts in the US electric utility industry. 

Even if a link between "I values and market power were demonstrated, the FERC 
guidelines on how to interpret "I are arbitrary. According to FERC, a market is 
"unconcentrated" if its "I is less than 1,000; "moderately concentrated" if its "I lies between 
1,000 and 1,800; and "highly concentrated" if its "I is greater than 1,800. For purposes of 

In calculating HHI using the Appendix A methodology, a potential contradiction arises in which the 
market price must be defined a priori. Recall that HHI is calculated to serve as a proxy measure of how 
market power might affect the market price. How can the calculation of a proxy variable for market price 
impact @e., HHI) be directly dependent upon the variable (i.e., market price) that the proxy variable is 
intended to represent? 

If the market share of & firm is expressed in percentage terms, the "I lies between 0 and 10,000. 
The maximum value of the HHI occurs when there is one firm only in a given industry, with a 
(monopolistic) 100 percent market share. The minimum value of the "I occurs in the limit that the 
industry comprises a very large number of firms, each with negligible market shares. 

Electricity is in many ways a unique product. It has at least four properties that make it markedly 
different from most other products manufactured and sold in other markets: i) it cannot be stored in large 
quantities in most electric systems; ii) it cannot be readily substituted for, especially in the short term; iii) it 
can only be transported along existing transmission lines (new transmission lines require long periods of 
time and are expensive to erect); and iv) generating units are capital intensive, which increases the financial 
risk for new market entrants in a competitive market and makes maintaining significant amounts of reserve 
capacity uneconomical. Because of these properties, it may be easier for generators of electricity to exercise 
market power than for manufacturers of other products sold in competitive markets. 
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reference, a market with ten identically-sized firms has an "I of 1,000, while a market with five 
identically-sized firms has an "I of 2,000. No theoretical or empirical evidence supports the 
use of these guidelines; " I s  of 1,000 and 1,800 are round numbers with no empirical 
significance. 

Proponents of the "I, including FERC, may argue that the "I can still be used as a 
reasonable screening tool, that markets with HHI below the 1,800 threshold are only moderately 
concentrated and, therefore, require no further market power analysis. Unfortunately, as will be 
shown later in this paper, the "I seems to have absolutely no predictive power in the electric 
industry. In some days of the year in a given electricity market, prices can go up by 50 percent or 
more due to strategic bidding alone and can be easily sustained at 10 percent above competitive 
market prices. Yet the "I for such a market can be well below 1,800 for all days of the year. 
Furthermore, no single relationship between "I values and price impacts seems to hold 
throughout various regions of the country, indicating that the regional impacts of market power 
depend, at the least, on the regional supply curve. 

Market Power Simulation Models & Price Impacts 

The most sensible method of calculating market power impacts in an electricity market is 
to simulate the operation of that electricity market and, thereby, directly measure the price and 
revenue impacts of firms' strategic bidding and capacity withholding behavior. At Tellus 
Institute, we have developed a market power simulation model that calculates strategic bids using 
the Supply Function Equilibrium (SFE) technique originally developed by Klemperer and Meyer 
in their theoretical paper appearing in Econometrica in 1989, and then adopted by Green and 
Newbery of Cambridge University as a model of strategic bidding behavior in deregulated 
electricity markets. The SFE technique was further refined at Tellus by Dr. Aleksandr 
Rudkevich.8 

The SFE method interprets the energy market as a simultaneous bidding process in which 
each profit-maximizing generating fm offers bids for electric energy in the form of a supply 
curve (or supply function which indicates how much generation the firms are willing to sell at 
different unit prices), while a system administrator is responsible for ordering the bids and 
dispatching the units so as to meet the demand for electricity at least cost in each time interval. In 
the Tellus model, generating f m s  act in self-interest and do not engage in explicit collusion, 
either by directly exchanging information or by agreeing to raise prices. The model does assume 
that each competitor's variable costs of production are known. 

The outcome of this bidding process, known as the 'Wash Equilibrium," is a combination 
of the individual bidding strategies of each firm that satisfies the following condition: 

if, (a) one firm bids a supply curve that deviates from this strategy; 
and @) all other firms bid supply curves that adhere to this strategy; 
then the profit of the one firm departing from this strategy will not 
increase. 

Generating firms are likely to adopt such Nash Equilibrium-based strategies in their daily bidding 
for two major reasons: 

Reason 1. It is rewarding for a firm to bid according to the Nash Equilibrium 
strategy when competing firms also bid according to the Nash 
Equilibrium strategy. 

Rudkevich et al., the Energy Journal. 
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Reason 2. The Nash Equilibrium strategy is stable: any firm that deviates from this 
strategy has a strong incentive to return to it. 

The Tellus market power model performs a simple unit dispatch, then calculates prices 
and revenues based on both marginal cost bids and on calculated strategic bids. Market power is 
then measured by comparing the difference between the marginal cost or “perfectly competitive” 
prices and the strategic or actual prices. In particular, the Tellus market power model calculates 
the Price-Cost Margin Index (PCMI). 

where AP = Actual Price and PCP = “Perfectly Competitive” Price. 

Because PCMI has the “perfectly competitive” price in its denominator, it allows 
comparison across various scenarios that may have different actual prices. Such a PCMI-type 
ratio can be computed for both the electricity prices and the revenues received by generation 
owners - the slight difference between these two solutions will be due to price elasticity effects 
for demand.’ 

With simulation models, market power can be measured directly rather than inferred 
erroneously from a simple, static, market concentration index like the ”I. FERC, by recently 
issuing Requests. for Comments (Docket # PL 98-6-000), seems to have recognized the 
importance of simulation models. We hope to demonstrate in the following sections of this paper 
that direct simulation models perform better than the “I in predicting the exercise of market 
power. 

Comparison of PCMI and “I results 

The following figures present results obtained using the Tellus Market Power model for 
both the New England Power Pool (NEPOOL - 25,000 MW),  with 29 owners, and a large area of 
about 48,000 MW with 22 owners centered around Kansas City, which we refer to as the 
Missouri/Kansas region (MKR). Figures 1 and 2 present the PCMI for each day of the year 
sorted chronologically. In this analysis, the yearly average PCMI is about 8 percent for NEPOOL 
and about 10 percent for MKR, which means that owners in their respective regions can increase 
revenues (and increase the price of electricity) by these percentages simply by bidding 
strategically.” 

The Tellus market power model actually uses revenues to calculate “PCMI” rather than prices. All 
PCMIs presented in this paper are based on revenues. 
lo The PCMIs presented in this paper differ from the PCMIs Tellus Institute found for the MissoudKansas 
region as submitted in testimony before the Missouri PUC. Our analysis submitted with that testimony 
used six modeled day-types rather than 365 days of load. The modeled day-types allowed us to adjust the 
supply curves to reflect scheduled outages as they would be planned to account for the differences in day- 
type demand. For the analysis contained in this paper, we developed a single supply curve that does not 
reflect any scheduled outages in order to easily model 365 different days of load. This new analysis is 
presented only in order to illustrate certain issues and is an estimation of what we believe are the full 
impacts of market power. 
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Figure 1 
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In comparing the two systems, the differences in the PCMI can be explained largely by 
the interaction of each system's supply and demand curves, as shown in Figure 3. Figure 3 
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depicts each system’s supply curve and selected daily peak loads. Day 1 refers to the day of the 
year with the highest peak load, while day 200 refers to the day of the year with the 2OOth highest 
peak load. Note that the section of the MKR supply curve between Day 1 and Day 25 is much 
steeper than the corresponding section of the NEPOOL supply curve. MKR’s steeper supply 
curve (for days 1 through 25) explains the greater volatility, relative to NEPOOL, in PCMI during 
summer, the highest peak demand period. Alternatively, NEPOOL’s summer PCMIs are less 
volatile than MKR’s summer PCMIs because the section of the NEPOOL supply curve (for days 
1 to 25) is flatter. 

Similarly, the area between Day 50 and Day 200 on the MKR supply curve is flatter and 
lower in absolute cost than the corresponding section on the NEPOOL supply curve. Again, this 
difference in the shape of supply curves explains for low-peak days how the PCMI for MKR is 
lower and less volatile than the PCMI for NEPOOL. 

We would expect that steeper supply curves result in higher PCMIs because in strategic 
bidding, owners base their bids on the expected bids of the next most expensive units on the 
supply curve. If the next most expensive units are only slightly more expensive, then the strategic 
bid will not be much higher than the variable production costs of the unit being bid. However, if 
the next most expensive unit is much more expensive to operate, then the strategic bid will be 
higher. 
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The Tellus Market Power model also calculates daily “I values, which are shown for 
the two systems in Figures 4 and 5. The “I changes on a daily basis because we measure the 
concentration of firms actually delivering power into the system in each day; as demand changes, 
so does ownership concentration and, therefore, “I. Calculating the “I for each day is 
equivalent to calculating it for each product market as FERC advocates as part of its Appendix A 
analysis for mergers. “I values vary much less (5-15 percent) from day to day than PCMI 
values vary (100 - 500 percent). Furthermore, the “I values for both systems remain well 
within the range considered as only “moderately concentrated” according to FERC merger 
guidelines. Yet the average annual PCMI for both systems exceeds the Department of Justice’s 5 
percent “do no harm” price impact guideline. 

Information presented in Figures 4 through 6 does not represent a merger, but we include 
the FERC merger guidelines in these figures to illustrate that these systems would pass FERC’s 
“I merger screen despite the obvious market power threat illuminated by PCMI. To illustrate 
the actual impacts of a merger, we present in Figure 7 results of analysis recently submitted in 
testimony before FERC and the Missouri PUC. 
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Figure 4 
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Figure 6 is a scatter plot of PCMI versus "I for both systems for every day of the year. 
This graph shows that "I cannot be used to predict market power. Higher " I s  are clearly not 
correlated with higher PCMI values, especially for NEPOOL. In both systems, the highest 
PCMIs occur during days with mid-range "Is. For each system, " I s  stay well below the 
FERC threshold of 1,800 for all days of the year. In contrast, the highest NEPOOL PCMI is 54 
percent, which is far above the Department of Justice 5 percent guideline. A PCMI of 54 percent 
means that owners of generation in NEPOOL receive 54 percent more revenue for that day due to 
strategic bidding than they would receive in a competitive market without strategic bidding. Yet, 
the "I for that day, only 1,301, is toward the low end of the range of " I s  for the whole year - 
1,262 to 1,502. 

Not only does €€€€I fail to predict PCMI, the relationship between them is not consistent 
from one system to another. NEPOOL " I s  are consistently higher than MKR "Is, yet 
NEPOOL PCMIs are lower on average than MKR PCMIs. This comparison alone demonstrates 
that market power is far more complicated than simple measures of market concentration like 
"I would lead one to believe; the "I cannot begin to capture the nuances that a market 
simulation model can. 
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In Figure 7, we show results from an analysis of the proposed merger between Kansas 
City Power & Light and Western Resources, which is contained in recent testimony before the 
Missouri PUC. This analysis is much more detailed in terms of representing supply curve 
outages than the other analysis presented in this paper. A consequence of greater detail on the 
supply side is less detail on the demand side in order to make modeling manageable. Thus, 
Figure 7 contains only six data points rather than 365 because we modeled demand as six day- 
types." We present in Figure 7 the change in "I and the change in PCMI percentage points as 
a result of the merger. All absolute "T values are below 1,800, and all changes in "I are 
between 100 and 200. Although the merger would technically fail FERC's Appendix A "I 
screen, most mergers that are moderately concentrated are approved by FERC. However, the 
changes in PCMI clearly indicate serious market power problems. 

Figure 7 
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Factors that Influence Market Power 

This section examines some of the factors that influence market power through various 
scenarios based on the MJSR data. The PCMIs in the following graphs are all in order of the peak 
hour in each day, such that day 1's peak hour is the highest of the year and day 365's peak hour is 
the lowest of the year. 

Figure 8 represents three scenarios based on different ownership concentrations. The 
basecase consists of the original supply curve with 22 owners. In the "4 owner" case, we 
assigned all units to four owners evenly distributed along the supply curve by ordering the units 
from lowest to highest marginal cost and assigning the first four units to the four owners, the next 
four units to the four owners, and so on. As one would expect, the PCMI increases dramatically 

I' We found that actual and modeled load (day-types) result in variations of average yearly PCMI of only 
about a percentage point, so day-types accurately reflect annual conditions. 
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as ownership becomes more concentrated. What is less intuitive is that ownership concentration 
directly shifts up the PCMI each day of the year, which is not how PCMI changes as a result of 
changes in peak load uncertainty and supply-demand balances, as described below. Also as 
expected, the greatest impact of ownership concentration on market power occurs in the days 
with the highest daily peaks. 

Figure 8 
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Another factor that directly influences potential market power is the uncertainty in peak load 
forecasts. Because owners submit bids for the next 24-hour period, they must forecast peak 
demand in order to determine what their strategic bids will be. Forecasted and actual demand 
almost always differ by several percent due to short term changes in weather and other factors. 
To simulate the level of uncertainty in demand forecasting, the Tellus Market Power model 
requires the user input a percentage uncertainty in peak load. As Figure 9 shows, the greater the 
uncertainty, the higher the PCMI. 
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Figure 9 

Impact of Uncertainty in Peak Load on PCMl 
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In addition, how closely total supply and peak demand match also affects market power 
considerably in the highest peak days of the year, as shown in Figure 10. This effect becomes 
negligible for lower peak demand days. For the "3 percent above peak demand" scenario, we 
removed about 1,200 Mw of capacity fi-om new combustion turbines located on the supply curve 
at around $30 per MWH. As expected, the impact on market power is such that more capacity 
leads to lower prices. This effect is only noticeable in high peak demand days when demand is at 
a level requiring electricity costing around $30 per MWH or hgher. 
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Figure 10 

The Impact of Supply-Demand Balance 
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Capacity Witholding 

Another important factor influencing market power is the distribution of ownership over 
the supply curve. Ownership patterns greatly impact capacity withholding. An owner withholds 
capacity in the hope of raising the market clearing price only if helshe has enough other capacity 
that will receive the higher price to compensate for the foregone revenues of the capacity 
withheld. Thus, if an owner’s capacity is not at least partially distributed along the supply curve, 
he/she will be much less likely to profitably withhold units. Although Figure 11 does not 
represent capacity withholding in terms of ownership patterns, it does convey the potential 
windfall available to owners if they withhold. In this example, the set of units withheld was not 
optimal, but withholding only 6 percent of total capacity more than doubled the PCMI for several 
days. Therefore, owners have enormous incentive to withhold capacity and to maintain ownership 
patterns that allow them to profitably withhold capacity. 
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Figure 11 
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Our approach to capacity withholding in this example is akin to a “shotgun” approach in 
finding a set of units to withhold; the same units were withheld for each of the days presented. In 
reality, owners would withhold different sets of capacity each day based on changes in load. In 
recent testimony before the Missouri PUC and FERC, Tellus found that on average over the 
whole year, the PCMI went from 25 percent when firms engaged only in strategic bidding to 54 
percent when they also engaged in capacity withholding (see Figure 12). Surprisingly, owners 
could achieve these enormous gains by withholding an average of only 3 percent of capacity 
throughout the year. 
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Figure 12 
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Conclusion 

Simulation models afford greater understanding of market power since they take into 
account the dynamic behavior of market participants, the impact of market structure, and the 
shape of supply and demand curves. "I. falls short in explaining the nuances of market power 
due to its theoretically simplistic and empirically unsupportable proxy measures of a complex, 
non-linear phenomenon. Another advantage of market simulation models is that they can be used 
to measure the market power impacts of different supply and demand policies, including 
Renewable Portfolio Standards and energy efficiency programs. 
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Introduction 

There is widespread belief among regulators and policy analysts that deregulation of the 
electricity generating industry will yield economies in the cost of power supply, relative 
to the previously regulated regime, as a result of the introduction of competition. While 
competition in electric markets promises to improve efficiency, there are well recognized 
aspects of market behavior, especially in industries with a relatively small number of 
firms, that threaten to offset the benefits that would lower electricity prices. In 
particular, in the normal operation of markets, price can be well above the marginal cost 
of production as a result of pricing strategies adopted by rational firms. As competitive 
generation markets emerge across the U.S. in the next few years, it is important to have 
as much information and clarity as possible about these pricing effects, so that they can 
be mitigated before they manifest themselves to the detriment of consumers. 

The poolco is one of the market structures that will be used to dispatch and sell 
electricity in the deregulated generation industry. California’s competitive market is 
scheduled to commence operation on January 1, 1998, through a poolco-type Power 
Exchange. Elsewhere in the U.S., the states in the Pennsylvania-New Jersey-Maryland 
(PJM) power pool, the New England Power Pool (NEPOOL), and the New York 
Power Pool (NYPP), have also established plans for the introduction of region-wide 
poolcos to facilitate wholesale competition in the generation market. 

In this paper, we present an analysis that estimates the price of electricity dispatched and 
sold through a poolco on the basis of bids made by rational, profit-maximizing 
generating f m s .  Our results are calculated from a closed-form mathematical formula 
that provides the instantaneous market clearing price of electricity when generating firms 
adopt bidding strategies constructed from the Nash Equilibrium.’ This formula is 
derived fkom the analytical concept of the supply function equilibrium (SFE), originally 

~~ 

1 The Nash Equilibrium provides a bidding strategy that, if adopted by each generating firm, 
results in independent profit maximization. If all firms bid in accordance with the Nash Equilibrium 
strategy, and one firm deviates fkom this strategy, then the instantaneous profit of this firm cannot 
increase. 
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developed by Klemperer and Meyer (1989) and subsequently applied by Green and 
Newbery (1992) in their model of the electricity spot market of England and Wales. 

In our analysis, we compare the market clearing prices resulting from Nash Equilibrium- 
based bidding to a benchmark given by the “perfectly competitive” price of electricity in 
a poolco. The “perfectly competitive” price of electricity in a poolco can be thought of 
as the market clearing price when all firms bid the production costs (or short--run 
marginal costs) of their generating units. The frequency and magnitude of the elevated 
electricity prices that result from Nash-Equilibrium-based bidding can be construed as 
evidence of market power in a poolco, which results from tacit collusion among 
generating fms. 

We have applied our poolco pricing model to electricity supply and demand data for 
Pennsylvania. We have quantified the average price mark-up, relative to the “perfectly 
competitive” price, that would result from Nash Equilibrium-based bidding strategies 
over the course of one year as a function of the number of identical firms in the poolco 
market. We have found that the Nash Equilibrium-based prices are sensitive to such 
factors as the average reliability of generating units, the amount of reserve capacity in 
the system, and the precision with which generating f m s  are able to predict demand for 
electricity on a daily basis. We present the results of such sensitivity analyses in this 
paper. 

Our results show that, as one would expect, the market clearing price of electricity 
decreases as the number of generating f m s  bidding into the poolco increases. 
However, even with a relatively low market concentration (high number of competing 
firms), the market clearing prices are still significantly higher than “perfectly 
competitive” prices. Our fmdings have important implications for the design and 
operation of future electricity markets. Moreover, our findings suggest that the 
guidelines used by the Department of Justice’ and the Federal Energy Regulatory 
Commission3 to characterize market power in electricity markets may require revision if 
they are to prevent the exercise of market power in poolco-type markets. 

The Poolco 

The poolco model for dispatching and selling electricity is simple and well documented 
(Garber et al, 1994; Budhraja and Woolf, 1994). The important points to note about 
poolcos are the bid-based dispatch of generating units, and the payment rule whereby all 
units dispatched in each time interval receive the market clearing price, which is set by 
the bid price of the marginal unit required to meet demand in each time interval. Thus, 
regardless of their production costs, or even their bid prices, infra-marginal units 
dispatched in each time interval all receive the market clearing price. 

2 

Sec. 0.1 (1 992), reprinted in Trade Regulation Reporter (CCH), 13,104 
See US.  Department of Justice and Federal Trade Commission, Horizontal Merger Guidelines, 

See FERC Docket No. RM 96-6-000; Order No. 592, Volume 61, No. 251. December 1996. 3 
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Some poolco proponents believe that competition in the generation industry will force firms to 
base their bids on the variable production costs of their generating units: In fact, if all units bid 
their variable production costs, the resulting market clearing price of electricity assumes its 
(‘perfectly competitive” value, given by the short-run marginal cost of electricity generation’ In 
our analysis, we refer to this bidding practice as production cost bidding. However, if the 
downward competitive pressure on price in a poolco is insufficient to bring about production 
cost bidding, generating firms can employ opportunistic bidding strategies that result in stable 
market clearing prices significantly above the short-run marginal cost of generation. 

Market Power and Market Concentration 

In this section, we briefly defme the concepts of market power and market 
concentration, as well as the numerical indicators that we use to quantify them in our 
analysis. Market power can generally be defmed as the ability of a particular seller, or 
group of sellers, to influence the prices of a product to their advantage over a sustained 
period of time. We use the Price-Cost Margin Index (PCMI) to measure the extent of 
market power abuse in a poolco. The PCMI quantifies the degree to which the price of 
a product in a market deviates from what would be its “perfectly competitive’’ price. 
The PCMI is a retrospective indicator of market power, defined as: 

PCMI = Actual Product Price - “Perfectly ComDetitive” Product Price * 100% 
“Perfectly Competitive” Product Price 

where the “perfectly competitive” price is equal to the marginal cost of electricity 
generation.6 

The Department of Justice (DOJ) merger guidelines state that a market can be 
considered competitive if prices do not exceed their “perfectly competitive’’ level by 
more than 5%.7 This statement can be rephrased in terms of the PCMI -- if the PCMI is 
above 5%, then according to DOJ guidelines, a market cannot be characterized as 
competitive.* 

~~ 

See, for example, analyses conducted by Hieronymus (1997), and affidavit submitted by Felder 
and Peterson (1997). 

In a theoretical model of a poolco, owners of generating units are assumed to bid their variable 
production costs in each time interval. They recover their fixed costs through a margin eamed in each 
time interval that they are dispatched, given by the difference between their variable production cost 
and the market clearing price. It should, however, be noted that peaking units, and possibly cycling 
units, which run in fewer hours of the year than baseload units, would in reality need to bid above their 
production costs in order to have ample opportunity to recover their fixed costs. Thus, generating units 
higher up the system-wide supply curve may adopt bidding strategies that more closely reflect their 
long-run marginal costs of production. 

The PCMI has a minimum value of zero - implying a perfectly competitive market -- and an 
unbounded maximum value. A PCMI value of loo%, for example, means that the price of a product is 
twice the price that would be expected if the market were perfectly competitive. 

See the U.S. Department of Justice and Federal Trade Commission “Statement Accompanying 
Release of Revised Merger Guidelines”, April 2, 1992. 

The PCMI is similar to the well known Lemer Index, in which the price margin is divided by 
the actual price, as opposed to the “perfectly competitive” price in the PCMI. The PCMI and Lemer 
Index are connected in the following way: Lemer Index = PCMI/(l+PCMI). In our analysis, we use the 

4 

5 

6 

7 

8 

3 



Market concentration is a measure of the number of f m s  in a given market. The degree 
to which market power can be exercised in a given market is largely a function of market 
concentration, however, it also depends upon the structure of the market, the nature of 
the particular product being sold in this market’, the ease of market entry for new firms, 
and the price elasticity of demand for the product. We discuss market concentration and 
market structure later in this paper, and also address ease of market entry and price 
elasticity of demand. 

In our analysis, we quantify market concentration using the Herfhdahl-Hirschmann 
Index (HHI), which is defined as: 

HHI = c si2 c si = 100% 

where Si is the share of each fm in the market.” It should be noted that the reciprocal 
of the HHI (10,000 divided by “I) yields a number that can be interpreted as the 
effective number of identically-sized f m s  in the market. 

The HHI is a simple indicator of market concentration, whose effectiveness has not been 
demonstrated either theoretically or empirically in the context of the electric industry. 
However, the “I has recently been adopted by the FERC as a proxy for market power 
in evaluating proposed mergers between f m s  in the same market, as well as transitions 
to market-based pricing in power pools. In using the HHI, the FERC adopted the 
DOJ/FTC guidelines, which state that a market is “unconcentrated” if its HHI is less 
than 1,000; “moderately concentrated” if its HHI lies between 1,000 and 1,800; and 
“highly concentrated” if its HHI is greater than 1,800. For purposes of reference, a 
market with ten identically-sized f m s  has an “I of 1,000, while a market with five 
identically-sized f m s  has an HHI of 2,000. 

In some models of economic competition, the PCMI (or Lerner Index) and “I are 
directly connected by a simple formula (Krouse, 1990). However, such models are too 
simple to capture pricing behavior in poolcos. As demonstrated later in this paper, the 
HHI thresholds outlined above may not be applicable to electricity dispatched and sold 

PCMI rather than the Lerner Index, since it has the “perfectly competitive” price in its denominator, 
and thus facilitates comparison across various scenarios that may have different prices. 

Electricity is in many ways a very unique product. It has at least four properties that make it 
markedly different from products manufactured and sold in other markets: i) it cannot be stored in large 
quantities in most electric systems; ii) it cannot be readily substituted, especially in the short term; iii) it 
can only be transported along existing transmission lines (new transmission lines require long periods 
of time and are expensive to erect); and iv) generating units (especially peaking capacity) are capital 
intensive, which increases the risk for new market entrants in a competitive market. The implications 
of these properties are that it may be relatively easier for generators of electricity to exercise market 
power than for manufacturers of other products sold in competitive markets. 

If the market share of each firm is expressed in percentage terms, the HHI lies between 0 and 
10,000. The maximum value of the HHI occurs when there is one firm only in a given industry, with a 
(monopolistic) 100% market share. The minimum value of the HHI occurs in the limit that the industry 
comprises a very large number of firms with negligible market shares. 
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in poolco markets. Before describing our analytical methodology and presenting our 
results, we briefly discuss the mechanisms by which market power can be exercised in a 
poolco. 

How Can Market Power Be Exercised in a Poolco? 

In a poolco, there is an incentive for generating firms to increase the market clearing 
price, since it is paid to all infra-marginal units in each time interval. There are two 
principal mechanisms by which f m s  may exercise market power in a poolco. The first 
mechanism involves f m s  bidding prices above the production costs of their generating 
units, with the intent of forcing up the market clearing price. In a poolco, the benefit of 
“bidding up” the market clearing price typically outweighs the risk of being undercut by 
a competitor for f m s  owning a substantial amount of infra-marginal capacity. 

This first mechanism is facilitated by the fact that the bids submitted by generating f m s  
apply to the next twelve, or twenty-four, hour period. Since the demand for electricity 
fluctuates over any 12- or 24-hour period, f m s  can anticipate these changes in demand 
in their construction of a bidding schedule for this period. It appears possible for 
generating firms to construct bidding schedules so that electricity prices exceed the 
short-run marginal costs of generation in almost every hour of each day, as discussed 
later in this paper. 

The second mechanism for exercising market power in a poolco involves firms 
withholding some of their capacity in the bidding process, in an effort to cause more 
expensive units higher up the system-wide supply curve to set the market clearing price. 
As is the case with the first mechanism, capacity withholding strives to increase the 
market clearing price. Firms that attempt this strategy must ensure that the foregone 
revenues from not having some of their infra-marginal capacity dispatched are more than 
offset by the additional revenues paid to their capacity that is dispatched, in each time 
interval. Our analysis does not consider capacity withholding, since it is not as 
potentially profitable to f m s  as simply “bidding-up” the price, in which case no capacity 
has to be withheld. Two market power studies have, however, shown the effectiveness 
of capacity withholding. Newbery (1995) has shown that capacity withholding may be 
profitable to f m s  whose market shares range between 10% and 40%, while Wolak and 
Patrick (1997) have shown empirically that this mechanism has been effective in 
exercising market power in the electricity spot market of England and Wales. 
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The “Game of Poolco” 

In our analysis, we model a poolco as an (n+I)-player, non-cooperative game of 

0 

0 

n identical profit-maximizing generating fms ,  each offering bids for capacity in the 
form of a supply curve (or supply function)”, and 
one poolco operator responsible for ordering the bids and dispatching units so as to 
meet the demand at least-cost in each time interval. 

We use the analytical concept of the supply function equilibrium (SFE), originally 
developed by Klemperer and Meyer (1989) and subsequently applied by Green and 
Newbery (1992) in their model of the electricity spot market of England and Wales. 

In accordance with the rules of the game for the n firms and poolco operator, we 
calculated analytically the bidding strategy that, if adopted by all f m s ,  would satis@ the 
condition of independent profit maximization by each fm. This bidding strategy is 
given mathematically by the Nash Equilibrium, such that if one firm bids a supply curve 
that deviates from this strategy, while all other f m s  bid supply curves that adhere to 
this strategy, then the profit of the one firm departing from this strategy cannot increase. 
In this game with n identical f m s ,  all f m s  employ a symmetrical Nash Equilibrium- 
based strategy (identical for all fms) .  

In deriving our formula for the market clearing price of electricity, we advanced the 
Klemperer-Meyer theory by relaxing the convexity and differentiability conditions, 
which consequently allows for “real world”, step-wise supply curves to be studied.I2 
We have incorporated this formula, which appears below in Figure 1, into a poolco 
pricing model for the special case in which: 

0 

0 

0 

the generating firms are identical in size and have identical supply curves; 
there is zero price elasticity of demand; 
generating firms have perfect information about one another’s production cost 
curves; 
generating f m s  have equal accuracy in predicting demand. 0 

The supply curve indicates how much generation the firms are willing to sell at different unit 

The derivation of this formula appears in the Appendix. 

11 

prices. 
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Figure 1. Price Of Electricity In A Poolco As A Function Of Instantaneous Demand 

where 
P - instantaneous market - clearing price of electricity in a given time interval. 
Q - instantaneous demand in a given time interval; Xk-l< Q I X, ; 
k - the dispatch order number of the generating unit that is on the margin in that time interval. 
n - number of identical firms. 
ck - variable cost of the mar& unit given demand level of Q. 
j ,  c j  - the dispatch order number and variable cost of those generating units that are above 

the margin in that time interval but that are expected to be on or below the margin in some 
other time interval during the 24 - hour period. 

rn - the dispatch order number of the most expensive unit expected to run during the 24 - hour period 
X j  - total capacity of all generating units with dispatch order not exceedingj 
It is important to note that in the above formula Q is always less thanX, 

Subject to these assumptions, the formula for the market clearing price of electricity 
resulting from Nash Equilibrium-based bidding strategies is a function of: 

0 

0 

0 

0 

the particular electric system’s production cost curve (Le., the size of the steps of 
capacity, and the increases in variable cost between these steps); 
the instantaneous demand for electricity; 
the maximum anticipated demand in the overall period for which bids are submitted; 
the number of identical generating f m s  bidding into the poolco. 

The formula shows that as n increases, the market clearing price decreases and moves 
towards the “perfectly competitive” market clearing price that would result from 
production cost bidding. It can also be inferred from the formula that the production 
costs of generating units that are included in the supply curve but are not dispatched in a 
particular time interval can have significant influence on the market clearing price of 
electricity in that time interva~.’~ 

Although the concept of the Nash Equilibrium is widely used in economic theory to 
model the behavior of f m s  in competitive markets, it is important to emphasize two 
reasons why it is in the best interests of profit-maximizing f m s  to adopt a Nash 
Equilibrium-based strategy in a poolco. 

The magnitudes of the contributions to the market clearing price from such units not 13 

dispatched vary from hour to hour, and from day to day. 
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Reason 1. By deffition of the Nash Equilibrium, it is rewarding for a fm to 
bid according to the Nash Equilibrium strategy when competing 
firms also bid according to the Nash Equilibrium strategy. 
The Nash Equilibrium strategy is stable: the fm that decides to deviate 
from this strategy has a strong incentive to return to it. 

Reason 2. 

Both of these statements are illustrated by Figure 2, which shows the potential profits of two 
identical firms competing with one an~ther . '~  In this figure, each curve represents the 
instantaneous (hourly) profits of one fm as a function of the instantaneous system 
demand for electricity. The highest curve, labeled {NasWNash}, represents the profit of 
each fm when both bid according to the Nash Equilibrium strategy. The lowest curve, 
labeled {PCB/PCB}, represents the profit when both firms use a production cost bidding 
strategy. 

The two curves that lie in the middle, labeled {PCBNash} and {NashPCB), represent 
the f m s '  profits when their bidding strategies are not identical -- one applies the Nash 
Equilibrium strategy while the other adopts a production cost bidding strategy. In this 
case, the higher of the two curves shows the profit of the firm that applies the 
production cost bidding strategy, while the lower curve shows the profit of the firm that 
adheres to the Nash Equilibrium strategy. 

The figure shows that if one firm is applying the production cost bidding strategy, then the 
other firm that adheres to the Nash Equilibrium strategy has no incentive to switch to the 
production cost bidding strategy. Similarly, if one firm is bidding in accordance with the Nash 
Equilibrium, then the other firm that deviates from the Nash Equilibrium strategy can increase 
its profits by returning to the Nash Equilibrium strategy. 

In Figure 2, we use the production cost curve for Pennsylvania, which we discuss later in this 14 

paper. 
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Figure 2 

instantaneous Profit of Competlng Firms as a Functlon of Instantaneous 
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Data and Modeling Assumptions 

We applied our poolco pricing model to actual 1995 data for the Pennsylvania electric 
system. The Pennsylvania production cost curve is representative of many electric 
systems around the U.S., in that it contains different types of generating units -- nuclear, 
coal steam, oil steam, and oil and gas combustion turbines -- which have their own 
specific cost and operating  characteristic^.'^ 

We apportioned each step of capacity on the production cost curve, corresponding to 
one generating unit with a certain capacity and variable cost, equally among n fms, so 
that the firms each own lln of each step of capacity, and thus have identical market 
shares and production cost curves. Each firm’s production cost curve is consequently a 
curve identical in shape to the Pennsylvania electric system production cost curve, but n 
times smaller in capacity (or n times smaller along the abscissa.) 

The premium earned by firms through the difference between the market clearing price 
and the price that would result from production cost bidding (as quantified in the PCMI 
numerator) varies depending upon the level of demand. We calculated how this premium 
would vary over the course of a typical year, and then averaged over these premiums in 
order to obtain an annual PCMI. We constructed empirical demand data by dividing the 
1995 PJM load duration curve (LDC)16 into ten load segments, each of which represents 

The data was taken from Exhibit-(RJF-2) in testimony submitted by Randall J. Falkenberg to 

This data was obtained from the Federal Energy Regulatory Commission’s Electric Power 

15 

the Pennsylvania Public Utility Commission, Docket No. 1-940032, November 1995. 

Directory, an on-line service. 
16 
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different load data from days scattered through the year. Each load segment is 
characterized by a peak daily load and the intra-day variation in load. We estimated the 
anticipated peak load and intra-day load distribution for each of the ten load segments 
by averaging over similar types of days in the LDC. The load segments are shown in the 
following table: 

Table 1. Load Segmentation 

6 40 111 150 0.74 0.66 0.49 
7 40 151 190 0.71 0.64 0.46 
8 50 191 240 0.67 0.61 0.43 
9 60 24 1 3 00 0.64 0.59 0.42 
10 .65 301 365 0.56 0.51 0.40 

- 

Notes: 1) The load segments contain data from different numbers of days. The load segments 
corresponding to days with higher peak loads contain data from fewer days. This 
approach was taken in order to better approximate the shape of the PJM LDC. 
The data in the last three columns of the table are expressed as a fraction of the 
annual peak load. 

2) 

We also made the following two assumptions in our analysis, regarding capacity outages 
and load uncertainty: 

0 In any hour of the year, some portion of the system’s capacity is unavailable”, as a 
result of scheduled or unscheduled outages. We modeled different levels of capacity 
non-availability, ranging from 10% to 19%. 

0 In order to ensure sufficient capacity to meet load in each hoyr, the f m s  bid a total 
capacity in their supply curves equal to the forecast peak load over the next 24-hour 
period scaled up by an “adjustment factor” X. We modeled values of X ranging 
from 0.25% to 6%. 

17 

cost curve. 
We assume that the unavailable capacity is uniformly distributed along the system’s production 
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Reference Case and Sensitivity Analysis 

In our analysis, we calculated the PCMI for each of the ten daily load segments, as 
defined above in Table 1, as well as the annual PCMI, which is the weighted average for 
these ten load segments. We analyzed the resulting PCMI values as a function of three 
parameters: i) the number of identical firms; ii) the level of capacity non-availability; and 
iii) the accuracy of the f m s ’  demand forecasts. Table 2 below summarizes our 
reference case and shows the numerical range of these three parameters that were 
analyzed as sensitivities. 

Table 2. The Reference Case and Sensitivities 

Parameter Reference Case Value Range of Sensitivity 
Values Analyzed 

Number of identical 5 2-30 
generating f m s  

Level of capacity non- 15% 10%- 19% 
availability 18 

Demand forecast accuracy 3% 0.25% - 6% 

In order to gauge the impact of each parameter on the PCMI, we varied the parameter 
over its range while maintaining the two remaining parameters at their reference case 
values. In the following section of this paper, we discuss how each of these parameters 
influences the PCMI. 

Market Power as a Function of the Number of Identical Firms, Capacity Non- 
Availability, and Demand Forecast Accuracy 

The PCMI is most sensitive, as one might expect, to the number of identical generating 
f m s  in the market. Figure 3 shows how the computed market clearing price varies as a 
function of instantaneous demand for different numbers of identical firms.’’ The figure 
shows that for all levels of demand with n=2, the market clearing price is significantly 
higher than the “perfectly competitive” poolco price that would *result from production 
cost bidding. As n increases, the market clearing price decreases and converges towards 
the “perfectly competitive’’ market clearing price defined by the production cost curve. 
However, as can be seen from the figure, the level of convergence is not uniform across 
all levels of demand. During hours of relatively low demand, the market clearing price is 
closer to the “perfectly competitive” price. However, the PCMI is significant during 
hours of high demand, even with a large number of firms bidding into the poolco. 

A system reserve margin of 20% was used for all calculations. 
We should point out that in Figure 3, we have assumed that peak load is equal to total system 

capacity, purely for illustrative purposes. On days with lower peak demands, the deviation between the 
market clearing price and the “perfectly competitive’’ price would be lower. 

1s 
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Figure 3 

Market Clearing Price as  a Function of Number of Equal  Firms 
vs. Production Cost Curve 
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Figure 4 shows how the PCMI varies as a function of n (the number of f m s )  for the ten 
load segments representing the different types of day in the load duration curve. In this 
figure, the load segments are defmed by the ratio of their anticipated peak daily load to 
the annual peak daily load. 

Figure 4 

Daily PCMl as a Function of Peak Load in a Day and Number of 
Identical Firms 
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Figure 4 shows that the daily PCMI decreases as the number of firms, n, increases, and 
as the peak daily load decreases for a given n. The figure also illustrates the sizable 
differences between daily PCMI values for days with different peak loads. This indicates 
that the ability for generating f m s  to exercise market power varies substantially with 
the level of peak demand from one day to the next. In fact, in the case of five identical 
firms, the PCMI only exceeds 5% in 150 days of the year, while in the case of ten 
identical f m s ,  the PCMI exceeds 5% in 80 days. Thus, when there are more firms in 
the market, the level of peak demand necessary to exercise market power increases. 
This, in turn, means that as the number of rims in the market increases, the opportunities 
for exercising market power are concentrated over fewer days of the year. 

Unconcent ra ted  
Market  

Fimre 5 shows the annual PCMI as a function of the "I (which is the inverse of the 

Moderately 
Concentrated 

Market  

u 

number of f m s  in the market.)20 
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The line running from the top-right to the bottom-left of the figure shows how the 
annual PCMI varies with n. The abscissa shows the "I value that corresponds to each 
value of n (for example, an HHI of 2,000 denotes n=5.) The abscissa is also divided 
into three areas -- HHI values less than 1,000; HHI values between 1,000 and 1,800; 
and HHI values greater than 1,800 -- which correspond to the three levels of market 
concentration appearing in the DOJ and FERC merger guidelines. The horizontal line at 
the bottom of the figure, drawn at a PCMI of 5%, corresponds to the value of the PCMI 
for which the DOJ believes there is an absence of market power. 

The annual PCMI gives the percentage by which the annual revenues of all generating firms in 20 

the poolco exceed the annual revenues that would accrue from production cost bidding. 
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These results show that even though the annual PCMI decreases as the number of 
identical generating firms bidding into the poolco increases, the price mark-ups using 
Pennsylvania data are significant even at relatively low values of the “I. We fmd that 
the average price mark-up over the course of one year is 16% in a market with five 
identical firms, and 11% for ten identical firms. For purposes of reference, the DOJ and 
FERC guidelines state that a market with more than ten identical firms is 
“unconcentrated.” In addition, we find that in order to reduce the annual PCMI to 5%, 
the poolco would require almost thlrty identical f m s .  This result contrasts 
dramatically with observations made in the economic literature that a poolco market 
with four or five firms would be workably competitive (Joskow, 1995.) 

Figure 6 shows the annual PCMI as a function of capacity non-availability in a poolco. 
The levels of capacity non-availability should be gauged with reference to our assumed 
system reserve margin of 20%. Figure 6 shows that the PCMI increases from 
approximately 9% to 22% as the level of unavailable capacity increases from 10% to 
19%.*’ In other words, each additional percent of capacity that is not available, as a 
result of scheduled or unscheduled outages, results on average in a 1.5% increase in 
market clearing prices relative to the “perfectly competitive” price. This result can be 
explained by the fact that when more capacity is unavailable, the production cost curve 
becomes steeper. Consequently, units with higher production costs are required to meet 
demand in more hours, leading to higher average market clearing prices. 

Figure 6 
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( 5  E q u a l  F l r r n s ,  F o r e c a s t  P r e c l r i o n  3 % )  
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It should be noted that even when the capacity non-availability is at the maximum value of 
19% in the range considered, there is still excess capacity in the system. Thus, the marginal unit 
required to meet demand in each hour is never the last unit on the system’s production cost curve. 
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Figure 7 plots the annual PCMI as a hc t ion  of the demand forecast accuracy in the 
twenty-four hour period for which f m s  must bid ahead of time. The PCMI increases 
from approximately 12% to 23% as the demand forecast error increases from 0.3% to 
6%. In other words, each additional percent error in the demand forecast results in a 
roughly 2% increase in market clearing price relative to the “perfectly competitive” 
price. This result can be explained by the fact that when the forecast error is higher, the 
supply schedule submitted by f m s  for the next twenty-four hour period includes units 
higher up the production cost curve to account for this additional demand. As shown by 
Figure 1 , the inclusion of these additional higher-cost units in the supply schedule serves 
to increase the instantaneous market clearing price. 

Figure 7 

Annual PCMI as a Function of Demand Forecast Accuracy 
(5 Equal Firms, Capacity non-availability 15%) 
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Comparison with Other Market Power Studies 

Our numerical results are comparable to those obtained by Green and Newbery in 1992, 
and by Andersson and Bergman in 1995. Green and Newbery found price mark-ups for 
a poolco with five identical firms of 17% using 1988/89 data, and 23% using forecast 
data for 1994. Andersson and Bergman reported price mark-ups of approximately 19% 
for a poolco with six identical firms. In comparison, our reference case for five identical 
f m s  in a poolco results in a price mark-up of 16%. 

Although our results are similar to those obtained in the aforementioned two studies, we 
believe it important to carefully compare the key assumptions made in each study, in 
order to determine whether the results should indeed be comparable. Table 3 outlines 
the key assumptions made in our analysis and in the two aforementioned market power 
studies. 

15 



Table 3. Comparison of Results and Assumptions 

Key assumption/ Rudkevich, Duckworth Green and Newbery Andersson and 
methodology and Rosen (1997) (1992) Bergman (1995) 

PCMI value for 5-6 (5 firms) (5 firms) (6 firms) 
identical firms 9%-23% 17 %-23 y o  18.5% 

Analytical Dynamic model based Dynamic model based Static supply demand 
technique on Klemperer-Meyer on Klemperer-Meyer model closed by a 

SFE SFE conjectural-variation 
condition 
non-zero Price elasticity of zero non-zero 

demand I 

I Load segmentation Ten hourly load types Three hourly load types No hourly 
consideration of the I 

Choice of SFE The lowest in the range The highest in the range Not applicable 
Demand forecast 0.25% through 6% Not considered Not considered 

error 
Unavailability of 10% through 19% on 10% in winter months Not considered 

generating units due average, applied 30% in summer months 
to planned and 
forced outages day types 

uniformly to a11 ten 20% in other months 

As can be seen from the table, Andersson and Bergman adopted an analytical technique 
different from that employed by Green and Newbery, and from that employed in our 
analysis. However, there are two elements that render the Green and Newbery analysis 
different from our analysis: i) the choice of Supply Function Equilibrium (SFE), and ii) 
the assumption about the price elasticity of demand. 

The Choice of SFE 

As Klemperer and Meyer show, a supply hc t ion  satisfying the definition of a Nash 
Equilibrium is generally not unique. There is a connected set of such supply functions, 
bounded by a Low SFE and a High SFE.22 The Low SFE on a given day intersects the 
production cost curve at the point of maximum anticipated demand for that day, as 
shown in Figure 3. The High SFE, on the other hand, is a supply schedule based upon 
the assumption that each fm behaves as a monopolist in the particular hour in which 
maximum demand is anticipated. All solutions to the Klemperer-Meyer equation lying 
between the High SFE and the Low SFE constitute Nash Equilibria. The spread 
between the High SFE and the Low SFE can be considerable, as shown by Green and 
Newbery in their 1992 paper. 

Green and Newbery suggested in their 1992 paper that the High SFE should be used in 
modeling poolco markets. They justified this assumption by stating that all firms would 
maximize their profits by adopting this bidding strategy. This statement, while absolutely 

22 Mathematically, Klemperer-Meyer’s supply function equilibrium satisfies a first order 
differential equation for quantity as a function of price. To obtain a unique solution of this equation, 
one has to apply an appropriate boundary condition. 
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correct, does not justify the fact that firms would necessarily choose the High SFE over 
any other valid Nash Equilibrium in constructing their bid prices. On the contrary, we 
believe that the use of the High SFE is the least lkely bidding strategy that would be 
adopted by each firm. We explain this observation by considering the following 
illustrative example in which two competing firms can select one of two possible SFE 
strategies -- the High SFE or the Low SFE. The possible outcomes from each 
combination of choices made by the two firms are shown in Table 4. The outcomes for 
the first firm are shaded, while those for the second firm are left unshaded. 

Table 4. Firms' Illustrative Profits Under Alternative SFE Bidding Strategies 

I SFE I m w  of Firm 2 

I I $Low I 

While the two strategies that can be adopted (High SFE or Low SFE) both represent 
Nash Equilibria, it is always more profitable for one fm to employ the same strategy as 
that of its rival. In addition, it is more risky for each fm to adopt the High SFE 
strategy, especially if the other fm opts for the Low SFE strategy. In this case, the fm 
bidding in accordance with the High SFE would fare less well than if it had opted for the 
Low SFE. This table thus illustrates that the High SFE strategy is the riskier of the two 
bidding strategies for each fm. It is for this reason that we assumed in our analysis that 
each firm would bid according to the Low SFE in the range. 

It is, however, conceivable that over time in a repeated game, firms might employ what 
is called a "tit-for-tat" pricing strategy, by gradually raising their bid prices from the 
Low SFE towards the High SFE. As a result, their actual bids would float somewhere 
between these two limits, and this "tit-for-tat" pricing strategy would result in higher 
average market prices than those expected with the Low SFE. Consequently, to the 
extent that f m s '  profit-maximizing bids lie somewhere between the Low SFE and the 
High SFE, our analysis understates the extent of market power in the p00lco.~~ 

It is also worth noting that Wolfram's empirical study of market power in the England and 
Wales electricity spot market concludes that "... the high average pool prices in Green and Newbery's 
(1992) simulations have not been realized." (Wolfram, 1995, p. 25). However, consistent with Green 
and Newbery, Wolfram made her comparison using the High SFE in the range. Although we were 
unable to perform a detailed statistical analysis of the data used by Wolfram, it is clear that the fit 
between actual prices and those resulting from the SFE-based model would have been better had 
Wolfram used the Low SFE rather than the High SFE. 
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Price Elasticity of Demand 

The analytical technique adopted in our study is simplified significantly by assuming zero 
price elasticity of demand. Newbery and Green, on the other hand, incorporated a non- 
zero price elasticity of demand into their study by assuming that instantaneous demand 
for electricity is a declining linear hc t ion  of price in every hour. 

A recent study by Patrick and Wolak (1997) has revealed the significance of price 
elasticity (and cross-elasticity) of demand in countering the exercise of market power in 
bid-based power pools. This study revealed many complicated ways in which consumers 
might respond to volatile electricity prices. A proper model of electricity consumers’ 
behavior should, in fact, be at least as detailed as models of electricity producers’ 
behavior. 

Our assumption of zero price elasticity of demand would tend to overstate the extent of 
market power abuse in a poolco, since consumers, especially industrial f m s  with 
curtailable loads, would have some ability to respond to high market prices. However, 
our initial explorations of non-zero elasticities of in a Nash Equilibrium framework 
indicate that the market power observed in our analysis could only be offset by very 
significant price elasticities of demand, somewhere in the region of -1 .O. 

Qualifications Regarding this Analysis 

The effectiveness with which market power may be exercised by generating f m s  in 
actual deregulated markets will depend upon several interrelated factors. These include, 
but are not limited to, the type of market structure that emerges under deregulation (i.e., 
poolco markets, bilateral markets, or some hybrid of the two), the particular electric 
system’s generation profile, the annual load profile, the ability of consumers to respond 
to increases in electricity prices, the intra-regional and inter-regional transmission 
network, the ease with which generating f m s  can compete in other regional markets, 
and the ease of entry for new generation. 

Our analysis quantifies the magnitude of the price mark-ups resulting from profit- 
maximizing bidding strategies adopted by firms in a representative poolco market (using 
Pennsylvania supply and demand data), in the special case with identical firms and zero 
elasticity of demand. The factors most likely to influence our reported ftndings are the 
threat of entry into the poolco market, and the extent to which bilateral markets overlaid 
on the poolco market may help market entrants and mitigate against price volatility. 

These two factors have been addressed by Newbery (1996) in a theoretical analysis of 
the impact of market entry and contracts on poolco prices. Newbery finds that the 
threat of market entry can reduce market power abuse in a poolco, and that market entry 
is facilitated in markets that are tight in capacity, provided new entrants compete in the 
price-setting part of the supply curve. While we recognize the importance of market 
entry and contracts in determining poolco prices, we do not explicitly address these two 
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factors in our analysis, primarily because they cannot easily be modeled theoretically and 
applied to accurate empirical data. 

In addition, market entry would not likely be a threat given the assumptions and the 
nature of the electric system modeled in our analysis. The Pennsylvania electric system 
that we modeled is not capacity-limited; we assume a 20% reserve margin (which in turn 
reduces the extent of market abuse relative to a situation with less excess capacity.) 
Thus, it is likely that new market entrants in this system would eventually be gas-fired 
combustion turbines, required to provide peaking capacity to meet load growth over 
time. Gas-fred combined cycle units, which tend to operate in baseload and cycling 
duty cycles, would not likely be able to compete in this poolco market in the short tern. 
This is primarily because the system is overly baseloaded, and thus because of new gas- 
fired combined cycle units' relatively high variable production costs, it is doubtful 
whether such units could displace sufficient incumbent generation from the dispatch 
order (even in a profit-maximizing bidding scenario) to recover sufficient fixed costs and 
a return on investment. 

Conclusions 

The analysis 'presented in this paper provides a first step in characterizing and 
quantifying electricity pricing behavior by profit-maximizing f m s  in a pure poolco 
market with identical f m s .  Our principal findings are that generating firms can exercise 
market power in such markets by adopting mutually profit-maximizing, stable bidding 
strategies, consistent with the Nash Equilibrium, that lead to average prices considerably 
higher than those expected from production cost bidding. 

Our findings have strong policy implications for the deregulation of electricity markets 
across the U.S., and suggest that current DOJ and FERC guidelines may not be 
adequate in countering the exercise of market power in bid-based power pools. The 
analysis of market power in poolco markets should, to the extent possible, be extended 
to include simulation modeling of the various bidding strategies that could be adopted by 
generating f m s  to influence market clearing prices. 

Fortunately, there are several market power mitigation options -available to electricity 
regulators and legislators. The divestiture of generation assets, to form a generation 
market with a larger number of smaller-sized firms (i.e., with a larger effective n), would 
help to constrain the instantaneous market clearing prices from a poolco that result from 
profit-maximizing bidding strategies. It is important that divestiture be carried out 
sensibly, by ensuring that divested units not all be sold to the same fm or be purchased 
by firms with large market shares, and that particular attention be paid to units of 
potentially strategic importance in exercising market power. Other options for 
mitigating market power include changing the bidding rules and payment rules in a 
poolco, imposing price caps in hours when market power abuse may be problematic, 
regulating must-run units and units located in load pockets, promoting real-time 
metering on the consumer side, and promoting contracts to mitigate against volatile and 
systematically raised prices. 
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The analysis presented in this paper should be refined, and if possible, generalized to 
more realistic scenarios with i) firms that have different market shares, as well as 
different distributions of generating units in their production cost curves; ii) non-zero 
price elasticities of demand; iii) imperfect information about other f m s ’  supply curves 
and bids; iv) transmission constraints; and v) different payment rules (i.e., payment price 
for dispatched units equals each one’s bid price). It is also important to study electricity 
pricing in other proposed models for deregulated generation markets, including purely 
bilateral markets, as well as hybrids of bilateral and poolco markets, as have been 
implemented in the England and Wales spot market, and in the Alberta Power Pool. 
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Appendix 

1. Solution to a Klemperer- Meyer Equation in a Special Case of 
= 0. Derivation of Formula on Figure 1 DP 

A Klemperer-Meyer equation in Green- Newbery notation (Green and Newbery, (1 992)) 
with Dp = 0 can be re-written in terms of P(Q) as follows: 

where z(Q) is a system-wide marginal cost function, P - market clearing price, Q - 
system demand 

Substitution P(Q) = R(Q)Q"-' yields 

P' = R'Q"-~ + (n  - I)RQ"-' = ( n  - I )RQ"-~  - ( n  - I)- '(') , therefore 
Q 

R' = -(n - 1)- which results in 

R(Q) = Const - ( n  - 1 ) j m d Q  . That in turn gives 

Q" 

Q" 
r -. 

Assuming that P(Q*) = z(Q*) (taking the lowest SFE), we get 

P ( Q ) = [ S + ( n - l ) J  Q' -dx z (x )  
Q X" 

Formula (2) gives a general solution of equation (1) where Q* is a peak hour demand in 
a day. 

Consider now a step-wise function z(x): 
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z ( x )  = ci if I x e X i  where 
XI < X, < e . . <  X, - - cumulative capacity and ci is a non - descending sequence of unit variable costs 

X, = 0. Let rn be such that Xm-l < Q' I X, 
For Xk-1 < Q I X, , one can obtain: 

.. r 11 

where z(Q*) = c, 

Evaluating the expression in the right hand side in the above formula, and substituting 
the result into (2), one can see that 

where xk-1 < Q I X k  . 

2. Proving that a Solution (3) of a Klemperer- Meyer Equation 
Represents a Nash Equilibrium in the Game of Poolco 

We consider a one-shot game played during a one day period. We assume that m 
generating units running at h l l  capacity on that day would be sufficient to meet peak 
demand on that day, 6. In other words, 6 I X ,  . 

Let P*(Q) be a solution of equation (1) given by formula (3). As one can see, P*(Q is 
a continuous, monotonically ascending and piece-wise differentiable hc t ion  of Q 
identified for all values of Q such that 0 I Q I X, . 

A supply function of each symmetrical fm is equal to q *@) which is an inverse function 
to P*(ne). In other words, 

Therefore, q *@) is continuous, monotonically ascending and piece-wise differentiable 
function of p identified for all values of p such that P' (0) = c1 I p I P8 (X,) = c, . 

For any arbitrary set of supply functions q , ( p ) ,  ..., q, ( p )  of firms I ,  2, ..., n, respectively, 
we define the market clearing price at demand level D, (D I 6) as the lowest price at 
which this demand level could be met. If this demand level could not be met based on 
those supply functions, we set the market clearing price to zero: 

23 



min[p:q, ( p )  + q2 ( p ) +  ...+qn ( p )  2 D ]  if suchp exists; 
0, otherwise ( 5 )  fhc(Dlq1 , q 2  ,. .. 9 q n  1 = 

Obviously, if all f m s  use the same supply hnction, q*(p1, the market clearing price at 
demand level D will be equal to P*(D): 

With the market clearing price defined by formula (5) ,  an instantaneous profit earned by 
fmj when system demand equals D could be computed as 

where C(q) is a production cost function of each fm. 

If all f m s  use the same supply function, q*(p1, they should earn the same instantaneous 
profit equal to 

71: " (0) = P* (D)q * (PI (0)) - C[q ( P I  (D))]  (7) 

Let us now assume that all firms, except fm numberj, adhere to the same strategy -- to 
bid supply function q *(p). However, the firm numberj, applies a different supply 
strategy, v@). The following Lemma constitutes that q*@) represents a Nash 
equilibrium strategy 

Lemma 
V D  I fi 71: j (Dlq' , ... , q' , v, q* , ... , q*)  5 71:* ( D )  

Proof 

If all n firms use the same strategy, q*, then q*(P*(D))=D/n for any level of demand D 
not exceeding the peak level. However, if fm numberj applies a different strategy, v, 
two possibilities arise: 

1. 

2 .  

Firms will serve equal portions of the total demand D, D/n, while market 
clearing price at that demand level equals p ' ;  p7 may deviate fiom P*(D). 
All f m s ,  except fm numberj will serve equal loads because they apply 
identical strategies, however, load served by fm number j will be different. 
The market clearing price in that case may also deviate fiom P*(D) 

Consider the first possibility. Although one fm applies strategy v, instead of q*, 
loads served by each fm are the same as if they all applied strategy q *. Therefore, 
costs of all f m s  would be the same as if they all applied strategy q*. As a result, the 
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only factor which may change the profit of fm j is the market cIearing price. By 
definition, the market clearing price p ’ is the lowest price at which system demand could 
be met given supply fbnctions of all firms. In order for the market clearing price p ’ to 
increase above the level of P*(D) the latter must not allow the dispatcher to meet the 
demand level D. In other words, 

(n-l)q*(P*(D))+v(P*(D)) D 

However, as we know, q*(P*(D))=D/n. Ifp ’ is a market clearing price at a system 
demand level D, p’ must be greater than P*(D). Since q*@) is a monotonically 
ascending function ofp, 

q*@? > q*(P*(D)) > D/n 

which contradicts the assumption that all firms serve identical loads at this price. Thus, 
in this case, the market clearing price, and the profit of fmj may only decrease. 

Consider the second possibility in which fm numberj serves load x not equal to D/n. 
As a result, other firms serve identical loads equal to (D-x)/(n-I). 

IfP,,(D,x) is a market clearing price of serving total demand D, then 

That, combined with formula (4), yields that 

PMc(D,x) = P n- *( :I;) 
Therefore, the profit of fm numberj will be equal to 

(7) 

where O l x l D  

Let us show now that the profit of firmj as a hc t ion  of x reaches its global maximum 
at x = D/n. That, in fact, means that the profit reaches its maximum at v = q* and 
proves the lemma. 

We will show this in three steps: 

1. Show that n: ( x )  is a continuous piece-wise differentiable function 
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2. Show that xi(!) = 0 

D D 
3. Show that 7[;5 ( x )  > 0 if x < - and rc)  (x) < 0 if x > - for all values of x for which 

n n 
the derivative exists. 

Obviously, these three conditions guarantee that x = D/n is a global maximum of the 
profit function of fmj. 

Step 1. This follows simply from the definition of the market clearing price function P* 
and cost function C. 

Step 2. Differentiating formula (8) yields: 

dn  . D - x  n D - x  ’ = p  n- -x-P* n- -C’(x) *( n - 1 )  n-1 ’( n-1) dx 

which at x = D/n gives 

D ’  =P*(D)----P* D ’  (D)-c’ =P*(D)--P’ ( D ) - z ( D ) = o  
n-1 n-1  

n 

The identity in the above sequence of equations is a direct result of the Klemperer- 
Meyer equation (1) which function P*(D) must satisfy by defmition. 

Step 3. 

Let y = - ( D  - x) ; substituting y into (9) and remembering that C’(x) = z(nx) 

yields 

n 
n-1 

dn  n ’  
-= P*(y)-x-P* ( y ) - z ( m )  dx n-1 

t 

which after replacing P* ( y )  with the right hand side of equation (1) results in 
drc 

As follows from formula (3), P*@) could be represented in the following form: 

(9) 

Indeed, it is easy to see from (3) that the market clearing price is always greater than the 
marginal cost. This substitution gives 
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2 = [z(y) + A(y)] - z(nx) = z(y) - z(nx) + A(y) 
dn . 
dx 

Analysis of formula (1 0) indicates that 

dn D 
--->Oif y > n x  w x < -  
dx n 
dn D ---<Oify<nx w x > -  
dx n 

which completes the analysis of the second case and proves the Lemma. 
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UNITED STATES OF AMERICA 
BEFORE THE 

FEDERAL ENERGY REGULATORY COMMISSION 

Much thinking remains before settling on specific methods for modeling the effects of 

mergers on markets. Our comments seek to assist this thinking by making three main points. 
I 

Inquiry Concerning the Commission's ) 
Policy On the Use of Computer Models ) 
in Merger Analysis 1 

Docket No. PL98-6-000 

COMMENTS OF THE 
NATIONAL ASSOCIATION OF STATE UTILITY 

CONSUMER ADVOCATES 

Introduction 

On April 16, 1998, the Commission instituted an Inquiry Concerning the Commission's 

Policy On the Use of Computer Models in Merger Analysis. The Commission seeks to address 

whether and how computer models should be used in the analysis of mergers. In particular, the 

Commission asks whether computer models can play a usefd role in the horizontal screen analysis 

described in the Appendix A guidelines of the Merger Policy Statement. 

A properly structured computer model can account for important physical and economic 

effects of mergers, and therefore assist horizontal screen analyses. Also, the model can help 

identi@ those suppliers in the geographic market capable of competing with the merged company. 

First, we explain that even the most accurate "Appendix A" analysis will fail to capture the effects 

of strategic corporate behavior; yet, this behavior is the essence of market power. Second, we 

' Order No. 592, FERC Stats. & Regs. para. 3 1,044 (1996), grder on reconsideration, 78 FERC 
para. 61,321 (1997). 



explain that an assessment of market power does not require, and can be hampered, by fixed 

definitions of geographic boundaries. Third, we argue that efforts to define product markets 

should not impede investigation into strategic behavior. 

The National Association of State Utility Consumer Advocates (NASUCA) is an 

organization comprised of official statutory consumer representative offices from forty states and 

the District of Columbia. The members of NASUCA represent utility ratepayers in the courts and 

before state and federal regulatory agencies that have jurisdiction over public utility companies. 

NASUCA was founded in 1979 to assist its member agencies in representing 

the interest of consumers at the state and national levels. 

Persons on whom communications concerning this proceeding should be served are: 

Larry Frimerman, Federal Liaison and 

Barry Cohen, Assistant Consumers' Counsel 
Ohio Consumers' Counsel 
77 S. High Street, 15th Floor 
Columbus, Ohio 43266-0550 

Chairman, NASUCA Electricity Committee 

Charles A. Acquard 
Executive Director 
National Association of State Utility Consumer Advocates 
1133 15th Street NW Suite 550 
Washington, DC, 20005 

I. A Model Designed Solely to Conduct an "Appendix A" Analysis Will Fail to 
Capture Strategic Corporate Behavior 

A. The Appendix A Analysis Focuses on Market Concentration, Not Market 
Power 

Pre-merger review should identi@ the ability to exercise market power and eliminate it. 

The Appendix A analysis, by its own admission, does not do this. The Appendix A analysis 
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identifies market concentration by defining product and geographic markets, and then determining 

the changes in market shares within those markets caused by the merger. The Appendix A 

analysis does not, however, establish a causal link between market concentration and market 

power. Appendix A instead draws inferences about market power fiom data on market 

concentration, by applying the "I index. 

Concentration measures alone do not necessarily reveal the potential for unilateral action 

or coordinated interaction to create and maintain market power. Even where a concentration 

index like the "I is relatively low, vertical integration can allow unilateral exercise of market 

power. Similarly, even with relatively low concentration, coordinated interaction can be possible 

where the market has certain characteristics, such as, product homogeneity, relatively inelastic 

demand, small and unsophisticated buyers, comparable cost structures by sellers, a history of 

coordination or collusion, fiequent and relatively small transactions, excess capacity, relatively 

stable technology, availability of information about competitors, standardization of product, 

limited scope or dimensions of product competition (e, price only).2 The Commission's 

discussion of models does not address this risk. 

Therefore, overreliance on models designed to produce inputs for existing indices of 

market power, particularly indices which stress concentration measures, will miss market power 

arising from strategic corporate behavior. The "I index is not behavioral evidence, and is not 

See, g g ,  FTC v. Elders Gra in. Inc,, 869 F.2d 901 (upholding findings of likely anti-trust 
violations and potential collusion where grain market's characteristics include homogeneity of 
product, history of collusion and excess capacity (? Cir. 1989) ; Hospital CorD. Of Am. v FTC, 807 
F.2d 1381, 1389 (7th Cir. 1986), cert. den'd,, 481 U.S. 1038 (1987) (upholding Commission's 
frnding of anti-trust violations where market for hospital services displays factors such as history of 
collusion, unsophisticated buyers and inelastic demand for service). 
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based on empirical electric industry evidence. It is a rough screening concept that merely 

suggests that particular levels of concentration might facilitate or enable market power. An 

analysis that relies only on this screening and not on actual measures of behavior, or on facts from 

which one can infer or predict actual behavior, cannot reliably detect and protect against market 

power. This is an important gap which could be narrowed with the use of simulation modeling. 

However, we caution that we are aware of no model which will reliably close the gap between 

individual firm strategic behavior (e, strategic bidding and capacity withholding) and multiple 

firm strategic behavior (e, collusion, and conscious parallelism). 

B. Market Power Stems Not Merely From Concentration, But from Strategic 
Bidding and Capacity Withholding 

The notion that market power stems not merely from structural concentration, but from 

strategic activities intended to increase prices, flows logically from the definition of market power 

and its indicators. Market power is the ability of a particular seller, or group of sellers, to 

influence significantly the price of a product to their advantage over a sustained period of time. 

The indicator of market power, therefore, is a sustained margin of actual price for electric 

generation over the perfectly competitive price. Below we (1) explain several means by which 

power generation companies could exercise market power; and (2) analyze factors influencing 

their ability to exercise market power. 

We then ask, in Part I.C, whether market concentration is either the best or a sufficient 

indicator of market power for use as the Commission's safe harbor screen as described in 

Appendix A. If not, other factors need to be taken into consideration along with market 

concentration, even in the initial stages of the analysis of mergers. Moreover, even if market 

concentration was the only factor which needed to be considered, it is important to determine the 
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appropriate concentration threshold which should be indicative of the market power threat in a 

particular merger. Appendix A alone provides no theoretical or practical means for establishing 

such a threshold. 

1. Key Methods by Which Generation Owners Exercise Market Power 

a. Overview 

The methods by which generation owners exercise market power may largely depend 

upon a particular structure of the competitive market for power. There is a range of alternative 

structures for such markets in place - California, England and Wales, Australia, New Zealand, 

Alberta (Canada), Columbia, and Chile. Other models have been proposed, such as New England 

Power Pool (NEPOOL), Pennsylvania-New Jersey-Maryland (PJM) system, and New York 

Power Pool (NYPP). These existing and proposed market structures have been studied by 

analysts around the world. There is a substantial and growing literature which examines the types 

and implication of strategic behavior of generation owners under the different market structures 

that already exist or are proposed. This literature, using several methodological approaches, has 

identified different types of strategic behavior leading toward the exercise of market power.3 

Despite differences among their approaches, many authors have identified at least two 

general strategic mechanisms by which generation owners could exercise market power, known as 

The first aDproach is based on laboratory experiments that investigate the interactions for market 
structure and behavior of market participants in dynamic settings. [2,26,28,29] [Bracketed numbers 
refer to the References section at the back of this document.] The second approach is based on 
agent-based modeling or on a combination of agent-based modeling and laboratory experiments. [ 18, 
24, 261 The third approach is based on game-theoretical analysis of possible strategic behavior of 
generation owners in various types of power markets under different market structures and modeling 
assumptions. [l, 3, 5-20,27, 3 1, 33-35]. As suggested by Hobbs a [ 141, these studies could be 
classified in terms of simulated market mechanisms, representation of electric networks, and types 
of interactions between rival power producers. 
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strategic bidding and capacity withholding. We discuss each in turn. 

b. Strategic Bidding 

Strategic bidding, in the absence of transmission congestion constraints, involves 

generation owners bidding prices above the production costs of their generating units, with the 

intent of forcing up the market clearing price.4 This strategy benefits generation owners especially 

in poolco-type market structures, where the benefit of bidding up the market clearing price can 

outweigh the risk of being undercut by a competitor. However, strategic bidding is also likely to 

be a factor in bilateral contract markets, where fixed as well as variable costs will have to be 

collected as part of the market clearing price. 

Strategic bidding, in the presence of transmission constraints, is more complicated. It 

allows generating firms to increase bidding prices above competitive levels, 

congest certain transmission lines to their advantage.s 

strategically 

C. Capacity Withholding 

Capacity withholding involves firms removing some of their capacity from the bidding 

process or from the market for a certain period of time, in an effort to cause more expensive units 

higher up the systemwide supply curve to set the market clearing price.6 As is the case with 

strategic bidding, capacity withholding strives to increase the market clearing price. Firms that 

consider this strategy must assess the likelihood that the foregone revenues from not having some 

&, u, 4, 5, 10-12, 21-23, 27, 30, 31. 

Simple examples of this types of strategic bidding are reported by Oren [20] and by Younes and 5 

Ilic [33-341.. 
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of their inframarginal capacity dispatched are more than offset by the additional revenues paid to 

their capacity that is dispatched, in each time interval. 

Strategic bidding and capacity withholding represent real market power threats. Empirical 

studies of the England and Wales competitive wholesale market indicate that actual spot prices 

have substantially deviated from the competitive baseline (k, short-run marginal costs), and that 

generation owners in England and Wales engage in strategic bidding and capacity withholding. ’ 
The experience in England and Wales demonstrates that such strategic behavior can result in the 

severe exercise of market power, and should be considered in merger review. 

2. Factors Relevant to Exercise of Strategic Bidding or Capacity 
Withholding 

This literature has identified several factors which may have a significant influence on a 

firm’s ability to exercise market power, including: 

1. 

I 2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

Wholesale market structure 

Supply-side bidding rules 

Demand-side bidding rules 

Power exchange rules 

Markets for installed capacity and for ancillary services 

Payment rules 

Structure and duration of the standard offer and/or default service 

Maturity of the contractual market (either contracts for differences or bilateral 
contracts) 

Mix of generation capacities serving the market 

’ See Wolfram [32]; Wolak and Patric [30]. 
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10. 

1 1. 

Load shape and ability of consumers to respond to changes in prices 

Transfer capability and topology of the transmission network, including the 
existence of load pockets 

12. Concentration of ownership 

In short, the literature indicates that market concentration of ownership is not the only 

factor influencing the potential for the exercise of market power. Given this long list of 

contributing factors, there is no reason to presume that in the electric industry, there is a specific 

market concentration threshold below which regulatory concern should disappear, regardless of 

the presence of other factors. Yet, the existence of such a threshold is assumed by FERC in its 

use of the "I-based safe harbor test. 

C. Market Rules, and not Merely Market Concentration, Are Critical to 
Generation Owners' Ability to Bid Strategically and Withhold Capacity 

To the extent Appendix A focuses only on concentration, it is insufficient. To the extent 

the Staffs modeling efforts focus similarly on concentration only, it, too, is insufficient. 

For example, an Appendix A-type analysis does not address market rules for supplier 

bidding or customer bidding, even though such rules, as demonstrated by the England and Wales 

studies, can allow market power to flourish. In fact, consider that two analytical elements at the 

heart of the Appendix A-type of analysis -- computation of delivered prices and market shares -- 

will depend on the trading rules of the applicable power market. 

Commtation of delivered prices: In general, the delivered price will reflect the variable 

cost and the fixed cost of generation and transmission. The variable cost of power delivered to 

each destination area (or to each load node) would depend largely on how the cost of power 

generated at each generation node on the network will be allocated between load nodes of that 
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network. (This variable cost may also depend on the allocation rule for transmission use and 

losses.) The futed cost of power delivered to a load node would depend on the allocation of the 

capital costs for both generation and transmission capacity. Development of such allocation rules 

is not simple even in the case of ‘point-to-point’ transactions. It becomes even more complicated 

when system or network transactions at market prices are considered. 

The specification ofthese allocation rules does not follow necessarily from a computer 

model incorporating assumptions utilizing least dispatch for generation and transmission costs 

when power plants are dispatched on a system-wide basis into a given model. The least cost 

dispatch provides the optimal level of generation at each generation node, the optimal level of 

power flow through each transmission link, and ensures that the total power supply meets total 

demand at each local node. Given that information, there can be an infinite number of ways to 

allocate generation usage and capacities, and transmission usage, losses and capacities and 

associated costs, among loads. Accurate power flow models will provide information about the 

least-cost dispatch given specific cost allocation rules, but will not identify or create the “right” 

cost allocation rules. However, a power flow model may be designed in a number of ways based 

on the allocation rules in place. Using different allocation rules will result in a different allocation 

of variable and fixed costs between generation nodes. Different allocations will result in different 

average prices at each load node and produce different results for the delivered price test. 

Market shares: Since the choice of allocation rules would influence the price of power in 

each destination area, the choice must have an impact on (a) the determination of the relevant 

geographic market, (b) the computation of the quantity of power delivered into each destination 

area by each generation owner (or marketer), (c) the market share of each supplier in each market 
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and (d) the market concentration in the form of the "I. In short, the entire assessment of 

market power potential in any Appendix A-type analysis inevitably depends largely on the 

exchange rules relating to the allocation of variable cost and fixed cost. However, these rules 

remain beyond the scope of Staffs current discussion. 

The Staffpaper does recognize the need to allocate generation and transmission capacities 

and usage among power destination areas or load nodes. However, the paper does not address 

the inevitable ambiguity of this allocation. The paper thus notes the role played by Power 

Transfer Distribution Factors (PTDFs). PTDFs could be thought of as aggregated coefficients 

allocating power generated in a geographic area among all destination areas. According to the 

Staff, these factors could either be used as exogenous information or be derived endogenously 

using the power flow model. Using these factors as exogenous data simulated by NERC is highly 

problematic, because NERC's estimates are based on the existing system operations and existing 

power exchange rules. Endogenous derivation of these factors using the power flow model is 

more relevant to the task. However, as we stated earlier, creating allocation rules is a policy 

decision which is external to any optimization or power flow model. Therefore, one has to rely 

on the appropriate power flow model that reflects power exchange rules expected to be in effect 

in the restructured environment. 

In summary, the model proposed by the Staff paper cannot carry out a direct analysis of 

market power because the only possible outcome of market simulation with the proposed model is 

a depiction of market concentration based on the least cost dispatch of generation and the system- 

wide assignment of transmission costs, which precludes the existence of market power by 

definition. This type of simulation of the least cost outcome is very important for developing a 
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competitive baseline scenario against which other scenarios embodying various elements of 

strategic behavior or market power can be compared. However, the proposed model does not 

itself generate such strategic behavior scenarios. The proposed model thus is neither the best, nor 

a sufficient, indicator of market power. 

IL Assessment of Market Power Does not Require Fixed Definitions of Geographic 
Boundaries 

Modeling market power does not require a fixed definition of geographic boundaries. The 

Staff paper appears to assume that a main purpose of a computer model is to help define the 

geographic range of generating units that will serve any particular utility's load 

In fact, this geographic region can be defined quite precisely for each hour of the year, 

using power flow models. These models will provide a unique way of tracking the cost of power 

from generators to load. The geographic boundaries will in fact change from hour to hour. It is, 

however, not necessary to determine fixed geographical boundaries within which the generating 

units serve a particular utility's load in order to quanti$ market power. The set of all generating 

units that serve a particular utility's load in an hour define the appropriate "geographic market" for 

that hour. 

Moreover, because the models will track the power from each generating unit to each 

utility's (or load serving entity's) load, one knows the market concentration for each generation 

owner serving each load in each hour. Thus. the market concentration results can be aggregated 

over any subset of hours in the year. For example, these results for market concentrations could 

be aggregated separately for peak, shoulder, and offpeak time periods. Then, HHI computations 

for these separate time periods could be performed. 
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m. Efforts to Define Product Markets Should Not Impede Investigation Into Strategic 
Behavior 

To assess the potential for strategic behavior more reliably, FERC needs to consider the 

interactive effects between different portions of the supply curve (different sets of generating 

units), and different times of the day and year. In contrast, certain electricity products tend to 

represent only certain portions of the supply curve, u, peaking, cycling, or baseload portions. 

Other products are defined as short versus long term contracts. 

The interactive effects include those between owners of generating units at different points 

in the supply curve at different times of the day or year. For example, the margins that can be 

made on baseload plants will depend on the prices for which peaking power is sold in certain 

market structures, since the price for peaking power will set the price for all power in particular 

hours. Thus, an appropriate approach to assessing market power and prices for a particular 

market structure must simultaneously take these complex factors and interactions into account. 

Properly used, computer models can identify opportunities for a single owner of various 

generating units to exercise market power by strategically increasing the market clearing price, 

and can assist in identifLing the potential for coordinated or parallel efforts by multiple owners to 

achieve the same end. 

For computer models to provide these results, however, they must accurately identify the 

real geographical markets in which producers and consumers interact, and the real products they 

buy and sell. The substitutability of various power supplies for each other, and the economic 

incentives to do so faced by owners of those supplies, is a key part of determining the real 
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products and their prices, and must be part of any computer modeling the Commission uses to 

identify market power. 

IV. Conclusions: The Limits of Models 

Efforts to use computer models can assist the analysis of market power, whether in the 

context of mergers or in other contexts, such as requests to charge "market-based pricing." 

However, certain obvious cautions should accompany any decision by the Commission or its staff 

in selecting a model. 

1. No single model will work for all parties and all proceedings. As noted above, an 

important determinant of market power will be market rules, including bidding and cost allocation 

rules, which may vary across contractual relationships. Models will have to vary accordingly. 

2 .  The Commission should not use computer models as excuses to expedite merger 

approvals. More specifically, the Commission should not rely solely on models as screening 

devices for determining which mergers require more scrutiny or for expediting merger approvals. 

As noted above, even mergers producing " I s  which satisfj, traditional thresholds can have 

anticompetitive effects, depending on a host of other factors, including the ease of coordinated 

interaction, bidding rules, and other industry characteristics. Model results should not become a 

procedural mechanism for excluding arguments and evidence about past and present 

anticompetitive practices, or about interactions between the modeled markets and other markets 

(such as the interactions between a modeled generation market and evolving retail markets in 

aggregation and metering). In short, no rule of thumb will be universally applicable in all cases or 

circumstances. Only those mergers which do not increase properly calculated concentration 

indices and which create no opportunity for anticompetitive behavior through either unilateral or 
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coordinated interaction should be approved without market power mitigation conditions being 

imposed. Computer models can identifjr mergers in which these behavioral and structural 

problems may take place, but cannot reliably identi@ mergers in which they will 

Thus, no safe harbors should be relied on by FERC in assessing mergers. 

take place. 

3. Modeling should not be corhsed with mitigation. Modeling can help pinpoint 

appropriate remedies, but the design ofthose remedies requires separate work, the results of 

which should be tested and monitored over time. 
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WHEREFORE, for the foregoing reasons, NASUCA respectfully requests that the 

Commission take these comments into account in determining the role of computer modeling in 

the analysis of mergers. 

Respectfidly submitted, 

Larry Frimerman 
Federal Liaison 
Ohio Consumers' Counsel 
and Chairman, NASUCA Electricity Committee 
77 S. High Street, 15th Floor 
Columbus, Ohio 43266-0550 

Barry Cohen 
Assistant Consumers' Counsel 
Ohio Consumers' Counsel 
77 S. High Street, 15th Floor 
Columbus, Ohio 43266-0550 

Charles A. Acquard 
Executive Director 
National Association of State Utility Consumer Advocates 
1133 15th Street NW Suite 550 
Washington, DC, 20005 
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FEDERAL ENERGY REGULATORY COMMISSION 
WASHINQfON, 0. C. 20428 

September 14, 1999 

Richard A. Rosen, Ph.D. 
Executive Vice President 
Tellus Institute 
1 1  Arlington Street 
Boston, MA 021 16-341 1 

Dear Dr. Rosen: 

n a n k  you for sending me your paper on m a r k t  powet. I agree with your 
fundamental premise -- that “I’s do not capture the dynamic nature of power markets. 
Market simulation models, properly structured, would be morc accurate and useful. You 
may know that FERC proposed such a model in our NOPR on filing requirements for 
mergers. RM98-4-000. Any comments you have on our proposed model should bc 
raised in that proceeding. 

Thank you for your ihoughtfhl commcnts. 

Sincerely , 

E‘O : 39Wd 

William L. Massey 
Commissioner 
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NTRODUCTION 

2. 

4. 

1. 

4. 

3. 

4. 

9. 

4. 

Q 

Please state your name for the record. 

My name is Marylee Diaz Cortez. I am a Certified Public Accountant. I 

am the Audit Manager for the Residential Utility Consumer Office (RUCO) 

located at 2828 N. Central Avenue, Suite 1200, Phoenix, Arizona 85004. 

Please state your educational background and qualifications in the utility 

regulation field. 

Appendix I, which is attached to this testimony, describes my educational 

background and includes a list of the rate case and regulatory matters in 

which I have participated. 

Have you previously provided testimony in this docket? 

No. 

Please explain the purpose of your rebuttal testimony. 

The purpose of my testimony is to provide information that has become 

relevant pursuant to various positions taken in direct testimony in this 

docket. 

Please identify some of the issues set forth in the parties’ direct testimony 

that give rise to your rebuttal testimony. 
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4. Following are some of the issues that give rise to the need for my rebuttal 

testimony: 

The presence of Market Power 

The absence of a competitive retail market 

The question of whether a retail market is desirable 

The failure of the Competition Rules to provide reduced rates 

The inability for Arizona to support the development of electric 

competition at this time 

Uncertainty regarding what action, if any, FERC will take to regulate 

the wholesale market 

* 

* 

* 

* 

* 

* 

Collectively, the above issues that were set forth in various parties’ 

direct testimony, raise the question of whether Arizona should 

continue along the path set forth by the Electric Competition Rules 

and the various restructuring settlements between Arizona’s electric 

utilities and the Arizona Corporation Commission (ACC). As the 

ACC pursues answers to this question, it is important that certain 

aspects of the current ACC rules and Decisions are examined and 

considered. 
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XJRRENT RULES AND ACC DECISIONS 

2. 

I. 

9. 

A. 

What aspect of the currently effective Electric Competition Rules need to 

be considered in the context this docket? 

The Electric Competition Rules permit Affected Utilities, as part of their 

stranded cost recovery, to seek recovery of costs incurred to transition to 

a restructured electric market. As a result, the Commission, in approving 

APS’s stranded cost settlement, authorized APS to recover transition 

costs through an adjuster mechanism to commence on July 1 , 2004. The 

ACC’s authorization of the adjuster mechanism essentially serves as an 

accounting order, permitting APS to defer certain costs for future 

recovery. ’ 

Please explain the meaning and significance of an accounting order in the 

regulatory process. 

An accounting order is an order from the Commission granting a utility 

authority to account for specific expenditures in a manner that deviates 

from the accounting required under Generally .Accepted Accounting 

Principles (GAAP). The purpose of GAAP is to ensure that companies’ 

financial statements are a fair representation of their actual financial 

position. By definition, an accounting order represents a deviation from 

GAAP. Thus, the impacts and ramifications of an accounting order should 

On May 31 , 2002, APS tiled an application for approval of the rate adjuster mechanisms 1 

referenced in the Settlement Agreement (Docket No. E-001345A-02-0403). In that filing, APS 
proposed to collect transition costs incurred from 1999 through 2004 in an adjuster to begin in 
2005. 
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be thoroughly examined and considered, both at the time the order is 

requested and during the period it is in effect. 

DEFERRAL ACCOUNTING 

3. 

4. 

Q. 

4. 

Please explain the meaning and significance of deferral accounting in the 

regulatory process. 

Deferral accounting is one of a myriad of potential GAAP deviations for 

which an accounting order would be required. Under GAAP, a company is 

required to write off all its expenses in the period in which they were 

incurred. In order to deviate from this rule, a regulated company must 

request and be granted a deferral accounting order, which allows it to 

defer (i.e. capitalize) these costs on its balance sheet. Deferral 

accounting converts expenses into assets. 

Under GAAP, does a company have to meet certain criteria to be eligible 

for deferral accounting? 

Yes. This criteria is set forth in the Financial Accounting Standards Board 

Statement 71 (FAS 71). FAS 71 includes the following criteria: 

The enterprise’s rates for regulated services or 

products provided to its customers are established by 

or are subject to approval by an independent, third 

party regulator or by its own governing board 

* 
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empowered by a state statute or contract to establish 

rates that bind customers. 

The regulated rates are designed to recover the 

specific enterprise’s costs of providing the regulated 

services or products. 

It is probable that future revenue in an amount at least 

equal to the capitalized costs will result from inclusion 

of that cost in allowable costs for ratemaking 

purposes. 

Based on available evidence, future revenue will be 

provided to permit recovery of the previously incurred 

cost rather than to provide for expected levels of 

future costs. If the revenue will be provided through 

an automatic rate-adjustment clause, this criterion 

requires that the regulator’s intent clearly be to permit 

* 

* 

* 

recovery of the previously incurred cost. 

Q. 

A. 

In order to qualify for deferral accounting, must the utility have regulatory 

assurance that it will be allowed rates sufficient to recover the deferred 

costs? 

Yes. In order to qualify under FAS71 for deferral accounting the regulated 

entity must have assurance from its regulator that it will be allowed rates 

sufficient to recover the deferred costs. 

.I 
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1. 

i. 

2. 

4. 

Q. 

What effect does the deferral accounting order have on a utilities’ 

ratepayers? 

A deferral accounting order creates a liability for ratepayers that will 

continue to grow in magnitude over the period in which the accounting 

order is in effect. This is because utility expenditures that would ordinarily 

be expensed in the period in which they were incurred are instead 

deferred and capitalized for future recovery from ratepayers. In general, 

the longer the accounting order is in effect the greater the liability 

becomes. 

Under the Electric Competition Rules and its settlement agreement for 

what type of costs was APS granted deferral accounting? 

Pursuant to revised section 2.6(3) of the APS Settlement Agreement, the 

reasonable and prudent costs of compliance with the Electric Competition 

Rule, excepting APS’s cost of transferring its generation assets to an 

affiliate were limited to 67% of such costs. Thus, APS is currently creating 

an ever-growing liability to ratepayers for the cost of restructuring the 

industry. In effect, as we speak the “meter is ticking” on Arizona 

ratepayers future utility rates. 

Why does this “ticking meter” create greater cause for concern than it did 

at the time the deferral accounting was originally authorized? 

6 
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i. 

2. 

9. 

Q. 

9. 

Q. 

At the time the deferral accounting was authorized a competitive electric 

market was envisioned at the retail level. It was further envisioned that a 

competitive market would benefit Arizona consumers in the form of choice 

and lower prices. As testified to by many of the parties to this docket, a 

competitive retail market has not developed in Arizona, and lower rates 

certainly have not been realized. In fact, the issue of whether the 

competitive path mapped out in the Electric Competition Rules should 

continue to be pursued is at issue in this docket. 

Since no benefits have been realized, and the Electric Competition Rules 

are in question, should APS continue to be permitted to accrue an ever- 

mounding liability for the cost of transitioning to competition? 

No. The liability should not be allowed to grow as long as the feasibility 

and desirability of electric competition remains in question. 

If the ACC were reluctant to rescind APS’s deferral accounting order at 

this juncture, what other safeguards does it have at its disposal to protect 

ratepayers from this ever-mounting liability during its investigation of 

competitive markets? 

The Commission could add certain conditions to the deferral accounting 

orders to protect ratepayers from the ever-mounting liability. 

Please provide examples of conditions that would protect ratepayers. 
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4. 

Q. 

A. 

The ACC could add the following conditions: 

Any deferrals accrued subsequent to th order in this docket are 

not guaranteed recovery, and will be subject to audit and review in 

the next rate case; 

Any deferrals accrued subsequent to the order in this docket, if 

allowed for recovery, will not necessarily be afforded rate base 

treatment (i.e. earn a return); 

APS will bear the burden of proving the reasonableness, prudency, 

necessity, and ratepayer benefit from any costs deferred 

subsequent to the issuance of an order in this docket. 

Does this conclude your surrebuttal testimony? 

Yes. 
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APPENDIX I 

Qualifications of Marylee Diaz Cortez 

E D U CAT1 0 N : University of Michigan, Dearborn 
B.S.A., Accounting 1989 

CERTIFICATION: Certified Public Accountant - Michigan 
Certified Public Accountant - Arizona 

EXPERIENCE: Audit Manager 
Residential Utility Consumer Office 
Phoenix, Arizona 85004 
July 1994 - Present 

Responsibilities include the audit, review and analysis of public 
utility companies. Prepare written testimony, schedules, financial 
statements and spreadsheet models and analyses. Testify and 
stand cross-examination before Arizona Corporation Commission. 
Advise and work with outside consultants. Work with attorneys to 
achieve a coordination between technical issues and policy and 
legal concerns. Supervise, teach, provide guidance and review the 
work of subordinate accounting staff. 

Senior Rate Analyst 
Residential Utility Consumer Ofice 
Phoenix, Arizona 85004 
October 1992 - June 1994 

Responsibilities included the audit, review and analysis of public 
utility companies. Prepare written testimony and exhibits. Testify 
and stand cross-examination before Arizona Corporation 
Commission. Extensive use of Lotus 123, spreadsheet modeling 
and financial statement analysis. 

Auditor/Regulatory Analyst 
Larkin 8t Associates - Certified Public Accountants 
Livonia, Michigan 
August 1989 - October 1992 

Performed on-site audits and regulatory reviews f P  iblic utility 
companies including gas, electric, telephone, water and sewer 
throughout the continental United States. Prepared integrated 



proforma financial statements and rate models for some of the 
largest public utilities in the United States. Rate models consisted 
of anywhere from twenty to one hundred fully integrated schedules. 
Analyzed financial statements, accounting detail, and identified and 
developed rate case issues based on this analysis. Prepared 
written testimony, reports, and briefs. Worked closely with outside 
legal counsel to achieve coordination of technical accounting 
issues with policy, procedural and legal concerns. Provided 
technical assistance to legal counsel at hearings and depositions. 
Served in a teaching and supervisory capacity to junior members of 
the firm. 

RESUME OF RATE CASE AND REGULATORY PARTICIPATION 

Utility Company 
Potomac Electric Power Co. 

Puget Sound Power & Light Co. 

Northwestern Bell-Minnesota 

Florida Power & Light Co. 

Gulf Power Company 

Consumers Power Company 

Equitable Gas Company 

Gulf Power Company 

Docket No. Client 
Formal Case No. 889 Peoples Counsel 

of District of 
Columbia 

Cause No. U-89-2688-T 

P-421 /El-89-860 

89031 9-El 

890324-El 

Case No. U-9372 

R-911966 

891 345-El 

2 

U.S. Department 
of Defense - Navy 

Minnesota 
Department 
of Public Service 

Florida Office of 
Public Counsel 

Florida Office of 
Public Counsel 

Michigan Coalition 
Against Unfair 
Utility Practices 

Pennsylvania 
Public Utilities 
Commission 

Florida Office of 
Public Counsel 



Jersey Central Power & Light 

Green Mountain Power Corp. 

Systems Energy Resources 

El Paso Electric Company 

Long Island Lighting Co. 

Pennsylvania Gas & Water Co. 

Southern States Utilities 

Central Vermont Public Service Co. 

Detroit Edison Company 

Systems Energy Resources 

Green Mountain Power Corp. 

United Cities Gas Company 

ER881109RJ 

5428 

ER89-678-000 & 
EL90-16-000 

91 65 

90-E-I 185 

R-911966 

900329-WS 

549 1 

Case No. U-9499 

FA-89-28-000 

5532 

176-71 7-U 

3 

New Jersey 
Department of 
Public Advocate 
Division of Rate 
Counsel 

Vermont 
Department 
of Public Service 

Mississippi Public 
Service 
Commission 

City of El Paso 

New York 
Consumer 
Protection Board 

Pennsylvania 
Office of 
Consumer 
Advocate 

Florida Office of 
Public Counsel 

Vermont 
Department 
of Public Service 

City of Novi 

Mississippi Public 
Service 
Commission 

Vermont 
Department 
of Public Service 

Kansas 
Corporation 
Commission 



Florida Office of 
Public Counsel 

General Development Utilities 91 1030-WS & 
91 1067-WS 

U.S. Department 
of Defense - Navy 

Hawaiian Electric Company 6998 

Indiana Gas Company Cause No. 39353 Indiana Ofice of 
Consumer 
Counselor 

Pennsylvania 
Office of 
Consumer 
Advocate 

Pennsylvania American Water Co. R-00922428 

Case No. 90-243-E-42T West Virginia 
Public Service 
Commission 
Consumer 
Advocate 
Division 

Wheeling Power Co. 

Jersey Central Power & Light Co. EM891 10888 New Jersey 
Department 
of Public Advocate 
Division of Rate 
Counsel 

U-I 81 5-92-200 Residential Utility 
Consumer Office 

Golden Shores Water Co. 

E-I 009-92-1 35 Residential Utility 
Consumer Office 

Consolidated Water Utilities 

U-I 575-92-220 Residential Utility 
Consumer Office 

Sulphur Springs Valley 
Electric Cooperative 

U-2259-92-318 Residential Utility 
Consumer Office 

North Mohave Valley 
Corporation 

U-I 749-92-298 Residential Utility 
Consumer Office 

Graham County Electric 
Cooperative 
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Graham County Utilities 

Consolidated Water Utilities 

Litchfield Park Service Co. 

Pima Utility Company 

Arizona Public Service Co. 

Paradise Valley Water 

Paradise Valley Water 

Pima Utility Company 

SaddleBrooke Development Co. 

Boulders Carefree Sewer Corp. 

Rio Rico Utilities 

Rancho Vistoso Water 

Arizona Public Service Co. 

Citizens Utilities Co. 

Citizens Utilities Co. 

U-2527-92-303 

E-I 009-93-1 10 

U- 1 427-93- 1 56 & 
U-1428-93-156 

U-2 1 99-93-22 1 & 
U-2199-93-222 

U-I 345-94-306 

U-I 303-94-1 82 

U-1303-94-310 & 
U-I 303-94-401 

u-2 1 99-94-439 

U-2492-94-448 

U-2361-95-007 

U-2676-95-262 

U-2342-95-334 

U-I 345-95-491 

E-I 032-95-473 

E-I 032-95-41 7 et al. 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Resid entia1 Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 
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Paradise Valley Water 

Far West Water 

Southwest Gas Corporation 

Arizona Telephone Company 

Far West Water Rehearing 

SaddleBrooke Utility Company 

Vail Water Company 

Black Mountain Gas Company 
Northern States Power Company 

Paradise Valley Water Company 
Mummy Mountain Water Company 

Bermuda Water Company 

Bella Vista Water Company 
Nicksville Water Company 

Paradise Valley Water Company 

Pima Utility Company 

Far West Water & Sewer Company 

Vail Water Company 

U-1303-96-283 & 
U-I 303-95-493 

U-2073-96-53 1 

U-I 551 -96-596 

T-2063A-97-329 

W-0273A-96-0531 

W-02849A-97-0383 

W-01651A-97-0539 & 
W-016519-97-0676 

G-01970A-98-0017 
6-03493A-98-00 1 7 

W-01303A-98-0678 
W-01342A-98-0678 

W-01812A-98-0390 

W-02465A-98-0458 
W-01602A-98-0458 

W-01303A-98-0507 

SW-02 1 99A-98-0578 

WS-03478A-99-0 144 
Interim Rates 

W-01651 B-99-0355 
Interim Rates 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Off ice 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 
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Far West Water & Sewer Company 

Sun City Water and Sun City West 

Southwest Gas Corporation 
ONEOK, Inc. 

Table Top Telephone 

U S West Communications 
Citizens Utilities Company 

Citizens Utilities Company 

Southwest Gas Corporation 

Southwestern Telephone Company 

Arizona Water Company 

Litchfield Park Service Company 

Bella Vista Water Co., Inc. 

WS-03478A-99-0144 

W-01656A-98-0577 & 
S W-02334A-98-0577 

G-01551 A-99-01 12 
G-03713A-99-0112 

T-02724A-99-0595 

T-01051 B-99-0737 
T-019548-99-0737 

E-01 032C-98-0474 

G-01551A-00-0309 & 
G-01551A-00-0127 

T-01072B-00-0379 

W-0 1445A-00-0962 

W-01427A-01-0487 & 
SW-0 1428A-0 1 -0487 

W-02465A-01-0776 
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Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Residential Utility 
Consumer Office 

Resid en tial Utility 
Consumer Office 

Resid en tial Utility 
Consumer Office 
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